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OVERSIGHT OF THE SWAPS AND FUTURES 
MARKETS: RECENT EVENTS AND 
IMPENDING REGULATORY REFORMS 


WEDNESDAY, JULY 25, 2012 

House of Representatives, 
Committee on Agriculture, 

Washington, D.C. 

The Committee met, pursuant to call, at 10:05 a.m., in Room 
1300 of the Longworth House Office Building, Hon. Frank D. Lucas 
[Chairman of the Committee] presiding. 

Members present: Representatives Lucas, Goodlatte, King, 
Neugebauer, Conaway, Schmidt, Thompson, Stutzman, Tipton, 
Southerland, Crawford, Huelskamp, Gibson, Hultgren, Hartzler, 
Schilling, Noem, Peterson, Holden, Boswell, Baca, David Scott of 
Georgia, Cuellar, Costa, Schrader, Kissell, Owens, Pingree, 
Courtney, Welch, Fudge, and McGovern. 

Staff present: Jason Goggins, Tamara Hinton, Kevin Kramp, 
Josh Mathis, Matt Perin, John Porter, Nicole Scott, Pete Thomson, 
Suzanne Watson, Liz Friedlander, C. Clark Ogilvie, John Konya, 
Margaret Wetherald, Jamie Mitchell, and Caleb Crosswhite. 

OPENING STATEMENT OF HON. FRANK D. LUCAS, A 
REPRESENTATIVE IN CONGRESS FROM OKLAHOMA 

The Chairman. This hearing of the Committee on Agriculture 
entitled. Oversight of the Swaps and Futures Markets: Recent 
Events and Pending Regulatory Reforms, will come to order. I now 
recognize myself for an opening statement. 

Good morning, and thank you for joining us for this important 
hearing. I would like to first thank the Ranking Member and his 
staff for their efforts today, and I would also like to thank our wit- 
nesses for their time. 

It is beyond unfortunate that for a second time in less than a 
year, this Committee is examining the circumstances of a futures 
commission merchant bankruptcy where customer funds were not 
properly segregated. Once again the very cornerstone of the futures 
markets, customer funds’ segregation, has been severely and sud- 
denly called into question. 

For decades, futures markets have been a trusted tool for farm- 
ers, ranchers, and businesses seeking to manage risk. The bedrock 
of their trust in these markets is based on the fundamental protec- 
tions provided by mandatory segregation of customer funds. Addi- 
tionally, confidence in the futures and swaps markets stems from 
customers knowing that regulators are doing their job. 

( 1 ) 
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As we all know, on July 10, the National Futures Association 
halted the operations of PFGBest and the CFTC filed a Federal 
suit against the firm and its founder alleging that the company had 
committed fraud, violated customer segregation laws, and falsified 
financial statements filed with the CFTC. Later that day, the com- 
pany filed for bankruptcy. Press reports indicated that roughly 
$220 million in segregated client money is missing. 

The clients of firms like PFCBest and MF Clobal are our con- 
stituents. They are farmers and ranchers who until recently have 
never had cause for concern in using the futures markets. They 
have never had to worry that the tool for managing risk would one 
day turn risky and cast doubt on the integrity of the futures mar- 
kets. 

In light of the bankruptcy, CFTC has adopted new rules to 
strengthen their controls over the treatment and monitoring of cus- 
tomer funds, and the self-regulating organizations have proposed 
several new initiatives that the Committee will examine today that 
would ensure another fraud in the futures markets cannot be car- 
ried out for years simply by opening a P.O. box. 

But the question remains: who is minding the store? There are 
some in this town who argue that we need more regulations. But 
the fact remains that new regulations mean nothing when regu- 
lators are not enforcing the existing rules on the books. What we 
need is regulators doing their job. 

And it is worth noting that CFTC gave itself high marks for di- 
rect examinations of futures brokers in a 2011 performance anal- 
ysis. Yet billions of dollars in customer funds are missing today as 
the result of CFTC’s failure to perform with MF Clobal and now 
PFCBest. 

Today we hope to gain a comprehensive understanding of the 
facts surrounding PFGBest’s bankruptcy and the failure to miss 
such an outright fraud, in addition to an update on MF Global and 
recent Dodd-Frank rules that have been finalized by the CFTC. 

I thank everyone in attendance today. I look forward to hearing 
from our witnesses. 

[The prepared statement of Mr. Lucas follows:] 

Prepared Statement of Hon. Frank D. Lucas, a Representative in Congress 

FROM Oklahoma 


Good morning. 

Thank you for joining us for this important hearing. I’d first like to thank the 
Ranking Member and his staff for their efforts today. I’d also like to thank our wit- 
nesses for their time. 

It is heyond unfortunate that for a second time in less than a year, this Com- 
mittee is examining the circumstances of a futures commission merchant bank- 
ruptcy where customer funds were not properly segregated. 

Once again the very cornerstone of the futures markets, customer funds segrega- 
tion, has been severely and suddenly called into question. 

For decades, futures markets have been a trusted tool for farmers, ranchers, and 
businesses seeking to manage risk. The bedrock of their trust in these markets is 
based on the fundamental protections provided by mandatory segregation of cus- 
tomer funds. 

Additionally, confidence in the futures and swaps markets stems from customers 
knowing that regulators are doing their job. 

As we all know, on July 10, the National Futures Association halted the oper- 
ations of PFGBest and the CFTC filed a Federal suit against the firm and its found- 
er, Mr. Russell Wasendorf, Sr., alleging that the company had committed fraud, vio- 
lated customer segregation laws, and falsified financial statements filed with the 
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CFTC. Later that day, the company filed for bankruptcy. Press reports indicate that 
roughly $220 million in segregated client money is missing. 

The clients of firms like PFGBest and MF Global are our constituents. They are 
farmers and ranchers who until recently have never had cause for concern in using 
the futures markets. They’ve never had to worry that the tool for managing risk 
would one day turn risky and cast doubt on the integrity of the futures markets. 

In light of the bankruptcy, CFTC has adopted new rules to strengthen their con- 
trols over the treatment and monitoring of customer funds. And, the self regulatory 
organizations have proposed several new initiatives that the Committee will exam- 
ine today that would ensure another fraud in the futures markets cannot be carried 
out for years simply by opening a P.O. box. 

But the question remains: who is minding the store? There are some in this town 
who argue that we need more regulations. But the fact remains that new regula- 
tions mean nothing when regulators are not enforcing the existing rules on the 
books. What we need is regulators doing their job. 

It is worth noting that CFTC gave itself high marks for direct examinations of 
futures brokers in a 2011 performance analysis. Yet, billions of dollars in customer 
funds are missing today as the result of CFTC’s failure to perform with MF Global 
and now PFGBest. 

Today, we hope to gain a comprehensive understanding of the facts surrounding 
PFGBest’s bankruptcy and the failure to miss such an outright fraud, in addition 
to an update on MF Global and recent Dodd-Frank rules that have been finalized 
by the CFTC. 

Thank you. I look forward to hearing from our witnesses today. 

The Chairman. I now recognize the Ranking Member for his 
opening statement. 

OPENING STATEMENT OF HON. COLLIN C. PETERSON, A 
REPRESENTATIVE IN CONGRESS FROM MINNESOTA 

Mr. Peterson. Thank you, Mr. Chairman, and thank you for this 
hearing. 

You know, I had an opportunity yesterday to visit with NFA try- 
ing to get an understanding. I am a CPA, as Mr. Conaway is, but 
I am not much of an auditor — I was more of a tax guy — the audit- 
ing I did do, you always sent the confirmation directly to the bank 
and the bank sent it directly back to you. I couldn’t understand 
how you could have a situation where he could intercept that and 
forge that. Somehow or another he gave them a Post Office box 
that they thought was the bank. I don’t know how that happened 
or what you can do about it. Now, they are moving toward e-audit, 
and that is what smoked this guy out and apparently precipitated 
his suicide attempt. They are going to now implement that and 
that sounds like that will fix this problem or largely fix it. 

But we are continuing to chase these problems all the time, and 
I am not sure that these regulators can ever get ahead of this. As 
with farmers, we can pass a farm bill but those guys are so far 
ahead of us that they sit on the tractor and they figure this stuff 
out before we ever decide how to work things. I think we have 
something going on like that in these markets. 

You know, these FCMs, as I understand it, no longer make their 
money by charging commissions for what they do. The way they 
have been making their money is by investing customer money and 
using the money they earn on the customer money to fund their 
business. Now, this is crazy, and especially in an interest-rate cli- 
mate where we have zero percent interest and the government is 
going in and continuing zero percent interest. To some extent we 
are causing this problem because we are putting pressure on these 



4 


guys to make enough money to stay in business, and then this is 
what happens. 

We have a self-regulatory situation: the CFTC doesn’t have 
enough people to go out and audit all these folks. We are trying 
to cut their budget, not raise it. I think these hearings are good to 
look at these things, but we may need to step back and take a look 
at how we got into this situation. I would like to see us go back 
and look at the CFMA in 2000, and we never have really examined 
what we did with that bill when we deregulated these markets. 
That is one thing, but the second thing we did is give legal cer- 
tainty to these swaps and created this huge — at the time, I think 
there was $80 billion in these derivative markets. It went to $600 
trillion in 8 years because we gave them legal certainty. Well, this 
is the government, actually it is a regulation, us interfering in the 
marketplace to say that these things are not gambling. If we say 
it is not gambling when it actually is gambling, and if we would 
have left that alone, I don’t think we would be dealing with some 
of these things that we are dealing with now. 

So, we should go back and look at what we did and get some peo- 
ple to give us some kind of a sense of what our culpability in this 
whole situation is. When we did Dodd-Frank, we would not bite the 
bullet and we have these regulators forced to harmonize regula- 
tions when they have completely different cultures. There are three 
different regulators involved in the same situation, and then you 
wonder why it doesn’t work. So I don’t know. 

The regulators are doing as best as they can given the tools that 
they have. But, these folks that are in these markets have not 
learned a damn thing from anything that has happened so far and 
there are apparently a bunch of dishonest people in here and you 
are not going to catch them all, all the time. I would like to see 
us spend some time taking a look at what we have done as we are 
looking at all these government regulations. Let us look, did we — 
by getting involved in this — cause problems on the other side of 
things. 

I read the other day where now these securitization people that 
were making all this money by securitizing these mortgages, and 
that business dropped up because it all blew up. Now they can’t 
even decide who should run these foreclosed houses and they are 
blaming different people and saying well, we are not in charge and 
they are in charge. Nobody is in charge and they are deteriorating, 
which is the fundamental problem with that whole deal. But now 
these guys are going out and buying these foreclosed properties. 
They are taking the rental income from the foreclosed properties 
and they are securitizing it so they can raise money to go buy more 
foreclosed property. This is another thing that is going to blow up 
if this gets to be a big deal. So we need to look at the bigger picture 
sometimes and not be chasing these problems all the time, for 
whatever it is worth. 

I yield back. 

[The prepared statement of Mr. Peterson follows:] 

Prepared Statement of Hon. Collin C. Peterson, a Representative in 
Congress from Minnesota 

Good morning. Thank you, Chairman Lucas, for 3delding. 
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I appreciate that we’re meeting today to review some important issues. But frank- 
ly I’d rather be on the House floor debating the farm bill and think a majority of 
us on the Committee would agree. We still have a few days before the August re- 
cess; I hope everyone keeps the pressure on Leadership so we can wrap this up be- 
fore leaving town. There’s really no good excuse not to get this done. 

I know some in Leadership question whether there are enough votes to pass the 
farm bill. Now, if they want to pass a partisan, Republican-only bill, which seems 
to be the case around here, I wish them luck because they’re going to need it. How- 
ever, if they are willing to consider a bipartisan farm bill and work in the same bi- 
partisan fashion as the Agriculture Committee, I stand ready to round up Demo- 
cratic votes. When I was Chairman, I got 19 Republicans to join me when we first 
passed the farm bill in 2007. I know I can bring more Democrats than that onboard 
for the bipartisan bill passed by this Committee. Right now, I’m just waiting for 
Leadership to call. 

Until then, there is other work to do which is why we’re here today. 

CFTC oversight has long been a priority for this Committee. Recent events includ- 
ing the fraud at Peregrine Financial Group and the LIBOR manipulation — both of 
which were occurring during the reign of previous CFTC Chairmen — on top of the 
MF Global bankruptcy, have again raised concerns regarding financial oversight. I 
hope that both Chairman Gensler and the witnesses on the second panel will be 
able to shed some light on who knew what when, and what steps are being taken 
to ensure we don’t find ourselves discussing yet another financial scandal in the 
coming months. 

Of course, the CFTC is still in the process of finalizing many of the rules that 
will create a more open and transparent derivatives market. I’ve said repeatedly 
that we need to give them the time to get the rules right and, by and large, they 
are getting them right. We also need to give them the necessary resources to do 
their work. 

So, I look forward to hearing from our witnesses and thank the chair for holding 
today’ s hearing. 

The Chairman. The Ranking Member yields back. 

The chair would request that other Members submit their open- 
ing statements for the record so the witnesses may begin their tes- 
timony, and to ensure that there is ample time for questions. 

[The prepared statement of Mr. Conaway follows:] 

Prepared Statement of Hon. K. Michael Conaway, a Representative in 
Congress from Texas 

Mr. Chairman, I want to thank you for convening this hearing today. Over the 
past several months, the financial services industry has continued to garner head- 
lines; unfortunately not often for flattering reasons. We have seen a large trade go 
public awry; another Futures Commission Merchant has failed and lost significant 
amounts of customer funds; the first of many banks has faced an enforcement order 
for fixing international benchmark financial rates; and a large international bank 
has admitted to allowing drug cartels and international terrorists launder money. 

At the same time, the CFTC has continued to work through the remaining Dodd- 
Frank rulemakings. Earlier this month, the final product definition rules were 
issued, starting a 60 day clock running for swap dealers to register. Confounding 
this process, however, is that the guidance intended to clarify the extraterritorial 
application of the CFTC’s new regulatory powers has only further confused market 
participants and raised the ire of international regulators. 

All in all, Mr. Chairman, today is a good day for a hearing to begin the process 
of sorting through some of these knotty issues. Today’s hearing is not about assign- 
ing blame or finding fault for any particular event, it is about how to make the sys- 
tem work better for market participants and most importantly, the end-users who 
rely on the financial system to work correctly every single day. 

The recent failures and other shortcomings of the industry show that there is 
much work to be done. Each crisis we see erodes the publics’ trust in the institu- 
tions — both private firms and the regulators alike — that are essential to our eco- 
nomic growth. 

Less visible to the public, but certainly no less important, are the barrage of 
rulemakings that the CFTC has been finalizing over the past year. These rules will 
be the new regulatory foundation that Americans believe will prevent another finan- 
cial meltdown. The size, scope, and frequency of the failures that will inevitably 
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occur under this new regime will determine the trust that Americans continue to 
place in regulators of high finance. 

I continue to worry about the sequencing and timing of the rules, as well as the 
refusal of the CFTC to conduct quantitative and qualitative cost-benefit analysis. In 
particular, with the Extraterritoriality guidance that was recently issued. I am trou- 
bled that by choosing to issue guidance instead of proposing a rule, the Commission 
has circumvented the need to perform any analysis of the costs or the benefits of 
its guidance to market participants or end-users. The guidance may well have con- 
sequences that the Chairman’s staff did not think of which could be detrimental to 
the ability for firms to participate in these newly regulated markets. 

I would like to close by thanking each of our panel participants for your participa- 
tion today and your unfailing willingness to work with our Committee to improve 
the regulation and oversight of the futures and derivatives markets. While we may 
not always see eye to eye on every issue, I appreciate the honest and direct discus- 
sions that I have had with many of you about how to improve the financial systems 
we all care so deeply about. 

The Chairman. I would like to welcome first panel witness to the 
table, the Hon. Gary Gensler, Chairman of the U.S. Commodity Fu- 
tures Trading Commission, Washington, D.C. 

Mr. Chairman, please begin when you are ready. 

STATEMENT OF HON. GARY GENSLER, CHAIRMAN, 

COMMODITY FUTURES TRADING COMMISSION, 

WASHINGTON, D.C. 

Mr. Gensler. Good morning. Chairman Lucas, Ranking Member 
Peterson, and Members of the Committee. 

When we were all kids growing up, we learned in courses like 
history, science, and math that we have to rely on hard facts, fig- 
ures and research, and the markets rely on hard facts, figures and 
research too. So when President Roosevelt and Congress came to- 
gether in the 1930s with the great reforms in that era, I think they 
really said let us give the public the hard facts, figures and re- 
search on the securities and futures market. They knew that mar- 
kets work best when the broad public has access to the same facts 
and figures as sophisticated insiders have. I believe these critical 
reforms of the 1930s are at the foundation of our strong capital 
markets and many decades of economic growth thereafter. 

Swaps subsequently emerged in the 1980s, as we know, to help 
companies manage their risk. The financial crisis in 2008 — re- 
vealed in part to be because the swaps market had not been regu- 
lated led to eight million Americans losing their jobs. Congress 
came together in response, similar to in the 1930s, and said the 
public should have the facts, figures and research on the swaps 
marketplace so they can have confidence in this marketplace as 
they did in the 1930s reform that preceded it. 

The Commission has made significant progress in these common- 
sense reforms with 36 rules completed. We are increasingly moving 
from rule writing to implementation of reform. Light will begin to 
shine on the swaps market this fall when swaps price and volume 
information will be publicly reported in real time. Regulators will 
get a fuller picture by seeing information in data repositories and 
the dealers in the marketplace will begin to come under com- 
prehensive regulation with phasing of those requirements following 
afterwards. We have just under 20 further rules to complete, and 
reform will also mean once complete that buyers and sellers will 
meet in a transparent market and compete with each other, and 
help end-users get better prices. 



7 


Standardized swaps will be centrally cleared, which will help 
lower risk in the marketplace and reform will include cross-border 
transactions that affect the U.S. economy. Time and again we find 
that crises come back to our shores from the Cayman Islands or 
London if it is an affiliate or branch of a U.S. entity. 

Let me now just turn to two recent enforcement matters, 
Barclays and Peregrine. Each of these matters reminds me of a 
saying that my grandfather, who had immigrated from Russia, 
used to say. Simply put, he said “Figures don’t lie but liars sure 
can figure.” I heard this so many times from my mom growing up. 
LIBOR and Euribor, which Barclays attempted to manipulate and 
falsely reported, are at the center of the capital markets for both 
borrowing and derivatives contracts. One could say it is the mother 
of all benchmarks. Hundreds of trillions of dollars of transactions 
here and abroad are based on LIBOR. For instance, at the Chicago 
Mercantile Exchange, nearly 70 percent of the notional value of 
their futures markets — we are not even talking about swaps yet — 
nearly 70 percent of the notional value of their futures contracts 
somehow settled to or priced off of these benchmark rates. If my 
grandfather were alive today, he would be shaking his head but he 
wouldn’t be so surprised. LIBOR has a structural problem. It is 
supposedly based on what banks perceive to be their borrowing 
rates in the unsecured interbank market but what if facts, figures 
and research are limited? What if there is not such borrowings that 
exist? They have to put in their best estimates, I guess, but I be- 
lieve it is critical for markets to have an honest transaction-based 
benchmark, whether that means changing LIBOR or moving to an- 
other rate for the markets to work off of. I am pretty sure my 
grandfather would agree with that. 

The recent events at Peregrine would have caught my grand- 
father’s attention even more so. Simply put, the evidence points at 
the owner, Russ Wasendorf, taking customers’ funds right out of 
the bank and lying about it for years. The National Futures Asso- 
ciation, the self-regulatory organization responsible for frontline 
oversight of Peregrine, is required to conduct periodic audits of Per- 
egrine’s customer funds. In addition, independent certified public 
accountants audited Peregrine’s annual financial statements. But 
just like the local police cannot prevent all bank robberies, market 
regulators cannot prevent all financial fraud. Having said that, the 
system clearly failed to protect Peregrine’s customers and I believe 
we all must do better. 

The Commission has been actively working to improve protec- 
tions of customer funds and we finalized four separate rules includ- 
ing rules related to investing of customer funds, which you may 
have heard was rule 1.25, gross margining that will go into effect 
later this year, segregation for swaps and rules working closely 
with the CME, FIA, and NFA that the SROs have various new re- 
quirements concerning customer segregated accounts. 

The CFTC is also implementing a significant restructuring of 
how we oversee the SROs and intermediaries. We hired new lead- 
ership about 9 months ago but there is much more to do. Looking 
forward, I believe it is critical that we further update our rules giv- 
ing regulators direct electronic access to all bank and custodial ac- 
counts holding customer funds. 
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We will conduct a full review of the CFTC’s and SRO examina- 
tion and audit oversight of futures commission merchants looking 
only for improvements including getting advice from the Public 
Company Accounting Oversight Board, who has graciously said 
that they will give us advice on how they look at the auditing pro- 
fession and see how we can learn from the PCAOB and what they 
do. 

We must do everything within our authorities and resources to 
strengthen our oversight programs and protection of customer 
funds. We must do it for the public. I also think I want to keep 
my grandfather’s values and wise admonition in mind about figures 
and liars. Thank you. 

[The prepared statement of Mr. Gensler follows:] 

Prepared Statement of Hon. Gary Gensler, Chairman, Commodity Futures 
Trading Commission, Washington, D.C. 

Good morning. Chairman Lucas, Ranking Member Peterson, and Members of the 
Committee. I thank you for inviting me to today’s hearing on oversight of the swaps 
and futures markets. I will review the Commodity Futures Trading Commission’s 
(CFTC) implementation of the Dodd-Frank Wall Street Reform and Consumer Pro- 
tection Act (Dodd-Frank Act), as well as the recent events related to the London 
Interbank Offered Rate (LIBOR) and Peregrine Financial Group. 

I also thank my fellow Commissioners and CFTC staff for their hard work and 
commitment. 

The 2008 crisis — caused in part by swaps — was the worst economic crisis Ameri- 
cans have experienced since the Great Depression. Eight million Americans lost 
their jobs, millions of families lost their homes and thousands of businesses shut- 
tered. 

Following the crisis, the President and the G20 leaders convened in Pittsburgh 
in September 2009 and agreed that swaps, which were basically not regulated in 
the United States, Asia or Europe, should now be brought into the light of regula- 
tion. 

In 2010, Congress and the President came together and passed the historic Dodd- 
Erank Act. 

The goal of the law’s swaps market reforms is to: 

• Bring public market transparency and the benefits of competition to the swaps 
marketplace; 

• Lower the risk of the interconnected financial system by bringing standardized 
swaps into centralized clearing; and 

• Ensure that swap dealers and major swap participants are specifically regu- 
lated for their swaps activity. 

The Commission has made significant progress in implementing Congress’ direc- 
tion to ensure that common-sense standards are established for the swaps market. 

Turning Point: Implementation of Swaps Market Reforms 

Throughout the rule-writing process, we have benefitted from significant public 
input. CFTC Commissioners and staff have met nearly 1,800 times with the public, 
and we have held 18 public roundtables on important issues related to Dodd-Frank 
reform. The agency has received more than 35,000 comment letters related to Dodd- 
Frank rules. 

Last summer, we turned the corner and started finalizing rules. To date, we’ve 
completed 36 rules and now have fewer than 20 to go (see attachment). 

This month, we reached another major turning point in the swaps market reform 
process. The CFTC and the Securities and Exchange Commission (SEC) completed 
the rule to further define the terms “swap” and “security-based swap.” These further 
product definitions mean many other critical swaps market reforms already com- 
pleted by the Commission will come to life. We also finalized this month the rule 
on the end-user exception to clearing. With the completion of these foundational 
rules, we are increasingly moving from the rule-writing process to the implementa- 
tion of reforms that bring transparency to the swaps marketplace and lower its risks 
to the public. 
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Swap dealers, for the first time, will register and begin to come under comprehen- 
sive regulation. This includes implementing already completed external and internal 
business conduct standards that will lower swap dealers’ risk to the economy and 
promote confidence in their integrity. 

Two months after the rule further defining the term “swap” is published in the 
Federal Register, light will begin to shine on the swaps market. Initially, likely by 
October, swaps price and volume information will be reported in real time to the 
public for interest rate and credit default swap (CDS) indices. Three months later, 
such real-time reporting will begin for energy and other physical commodity swaps. 

Swap data repositories (SDRs) will receive data on all swaps transactions, giving 
regulators their first full window into these markets. One SDR has already success- 
fully registered with the Commission, and we have at least four other parties work- 
ing on their applications. 

The rule further defining “swap” is especially meaningful for the implementation 
of position limits. For the first time, limits will apply to the aggregate spot-month 
positions, including both futures and swaps. Spot-month limits protect the markets 
against corners, squeezes and the burdens that may come from excessive specula- 
tion. 

I will now go into further detail on the Commission’s swaps market reform efforts. 

Transparency 

Transparency is critical to both lowering the risk of the financial system, as well 
as to reducing costs to end-users. The more transparent a marketplace is to the pub- 
lic, the more efficient it is, the more liquid it is, and the more competitive it is. 

We have completed the bulk of the Congressionally mandated transparency re- 
forms for the swaps market. This fall real-time reporting to the public and to regu- 
lators will begin for swaps market transactions. 

Second, detailed and up-to-date reporting by large traders in the physical com- 
modity swaps markets began last fall. This reporting allows regulators to better po- 
lice for fraud, manipulation and other abuses. 

Third, the CFTC also plans to begin publishing aggregated swaps market data. 
The public has benefited for years from the Commitment of Traders futures data 
we publish. Our goal is to provide similar public transparency for the swaps market. 

Fourth, in May we completed rules, guidance and acceptable practices for des- 
ignated contract markets (DCMs). DCMs will be able to list and trade swaps, help- 
ing to bring the benefit of pre-trade transparency to the swaps marketplace. 

Looking forward, we have two important transparency rules to complete related 
to block sizes and swap execution facilities (SEFs). These critical Dodd-Frank re- 
forms will bring pre-trade transparency to the swaps market for the benefit of all 
the end-users that use swaps. 

Central Clearing 

For over a century, through good times and bad, central clearing in the futures 
market has lowered risk to the broader public. Dodd-Frank financial reform brings 
this effective model to the swaps market. Standard swaps between financial firms 
will move into central clearing, which will significantly lower the risks of the highly 
interconnected financial system. 

The CFTC has made significant progress on central clearing for the swaps mar- 
ket. We have completed rules establishing new derivatives clearing organization 
risk management requirements. 

Second, to further facilitate broad market access, we completed rules on client 
clearing documentation, risk management, and so-called “straight-through proc- 
essing,” or sending transactions immediately to the clearinghouse upon execution. 

Third, we completed the rule on the end-user exception to clearing. Consistent 
with Congressional intent, this rule ensures that end-users using swaps to hedge 
or mitigate commercial risk will not be required to bring swaps into central clearing. 

Fourth, the CFTC this month also proposed a rule that would permit certain co- 
operatives to choose not to clear member-related swaps. Cooperatives act on behalf 
of and are an extension of their members. Thus, I believe it is appropriate that in 
certain circumstances, those cooperatives made up entirely of members that could 
individually qualify for the end-user exception should qualify as end-users. 

Fifth, yesterday the Commission adopted the final rule for phased implementation 
of compliance with the clearing requirement for various groups of financial entities. 

Sixth, the Commission also yesterday approved proposed clearing requirement de- 
terminations based upon clearinghouse submissions on swaps they already clear. 
The clearing determinations begin with standard interest rate swaps in U.S. dollars, 
Euros, British pounds and Japanese yen, as well as a number of CDS indices, in- 
cluding North American and European corporate names. 
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In addition, the Commission has adopted four important customer protection en- 
hancements: the amendments to rule 1.25, the gross margin rule, the LSOC rule 
for swaps and rules on the minimum requirements for SROs regarding their finan- 
cial surveillance of FCMs. 

Based upon the Dodd-Frank 90 day clock for making clearing determinations, the 
first clearing determinations may be finalized in October just before the gross mar- 
gin and LSOC rules go into effect November 8. 

The CFTC also has received substantial public input on the clearing of swaps 
among affiliates of the same financial entity. The staff recommendation, which 
would exempt certain affiliate swaps from the clearing requirement, is under review 
by Commissioners. 

Swap Dealers 

Regulating banks and other firms that deal in swaps is central to financial re- 
form. Prior to 2008, it was claimed that swap dealers did not need to be specifically 
regulated for their swaps activity, as they or their affiliates already were generally 
regulated as banks, investment banks, or insurance companies. The crisis revealed 
the inadequacy of relying on this claim. While banks were regulated for safety and 
soundness, including their lending activities, there was no comprehensive regulation 
of their swap dealing activity. Similarly, bank affiliates dealing in swaps, and sub- 
sidiaries of insurance and investment bank holding companies dealing in swaps, 
were not subject to specific regulation of their swap dealing activities. AIG, Lehman 
Brothers and other failures of 2008 demonstrate what happens with such limited 
oversight. 

The CFTC is well on the way to implementing reforms Congress mandated in 
Dodd-Frank to regulate dealers and help prevent another AIG. The Commission has 
finished sales practice rules requiring swap dealers to interact fairly with cus- 
tomers, provide balanced communications and disclose conflicts of interest before en- 
tering into a swap. In addition, the Commission has finalized internal business con- 
duct rules to require swap dealers to establish policies to manage risk, as well as 
put in place firewalls between a dealer’s trading, and clearing and research oper- 
ations. Staff recently provided to Commissioners recommendations on a final rule 
on swap relationship documentation, confirmations and portfolio compression. 

We completed in April a joint rule with the SEC further defining the terms “swap 
dealer” and “security-based swap dealer.” 

Based upon completed registration rules and the recently completed joint rule fur- 
ther defining the term “swap,” we anticipate dealers will begin registering with the 
National Futures Association (NFA) in the early fall. 

The CFTC has been working with the Federal Reserve, the other U.S. banking 
regulators, the SEC, and international regulators and policymakers to align margin 
requirements for uncleared swaps. It is essential that we align these requirements 
globally, particularly between the major market jurisdictions. The international ap- 
proach to margin requirements in the consultative paper (sponsored by the Basel 
Committee on Banking Supervision and the International Organization of Securities 
Commissions) released this month is consistent with the approach the CFTC laid 
out in its margin proposal last year. It would lower the risk of financial entities, 
promote clearing and help avoid regulatory arbitrage. Consistent with the CFTC’s 
proposal, it also excludes non-financial end-users from margin requirements for 
uncleared swaps. 

The CFTC reopened the comment period on our margin proposal so that we can 
hear further from market participants and the public in light of the work being done 
to internationally harmonize margin rules. As we work with international regu- 
lators on this coordinated approach, I would anticipate that the Commission would 
only take up the final margin rules toward the end of this year. 

Following Congress’ mandate, the CFTC also is working with our fellow financial 
regulators to finalize the rulemaking to implement the Volcker Rule. In adopting 
the Volcker Rule, Congress prohibited banking entities from engaging in proprietary 
trading, an activity that may put taxpayers at risk. At the same time. Congress per- 
mitted banking entities to engage in certain activities, such as market making and 
risk mitigating hedging. One of the challenges in finalizing a rule is achieving these 
multiple objectives. 

Staff also has provided to Commissioners recommendations in two other areas. 
The first relates to proposed exemptions for certain transactions in the electricity 
markets. In particular, this includes possible exemptive orders for certain trans- 
actions executed on regional transmission organizations, as well as between and 
among rural electric cooperatives and municipal public power providers. Second, 
now that the Commission made significant progress on swaps market reforms, we 
will consider completing a number of conforming rules. 
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Market Integrity/Position Limits 

Financial reform also means investors, consumers, retirees and businesses in 
America will benefit from enhanced market integrity. Congress provided the Com- 
mission with new tools in Dodd-Frank to ensure the public has confidence in U.S. 
swaps markets. 

Rules the CFTC completed last summer close a significant gap in the agency’s en- 
forcement authorities. The rules implement important Dodd-Frank provisions ex- 
tending our enforcement authority to swaps and prohibiting the reckless use of ma- 
nipulative or deceptive schemes. Thus, for example, the CFTC has clear anti-fraud 
and anti-manipulation authority regarding the trading of credit default swaps indi- 
ces. 

Also, the CFTC now can reward whistleblowers for their help in catching market 
misconduct. 

Congress also directed the CFTC to establish aggregate position limits for both 
futures and swaps in energy, agricultural and other physical commodities. In Octo- 
ber 2011, the Commission completed final rules to ensure no single speculator is 
able to obtain an overly concentrated aggregate position in the futures and swaps 
markets. With the recently completed joint rule further defining “swap,” compliance 
for all spot-month limits will go into effect in approximately 2 months. 

The Commission approved a proposed rule in May that would modify the CFTC’s 
aggregation provisions for limits on speculative positions. The proposal would per- 
mit any person with a 10 to 50 percent ownership or equity interest in an entity 
to disaggregate the owned entity’s positions, provided there are protections and fire- 
walls in place to ensure trading decisions are made independently of one another. 

Two associations representing the financial industry are challenging the agency’s 
final rule establishing position limits in court. The Commission is vigorously defend- 
ing the Congressional mandate to implement position limits in court. 

Cross-Border Application of Dodd-Frank’s Swaps Market Reforms 

The nature of modern finance is that large financial institutions set up hundreds, 
if not thousands, of “legal entities” around the globe. Many of these far-flung legal 
entities, however, are still highly connected back to their U.S. affiliates. 

The lessons of the 2008 crisis and earlier have demonstrated that time and again 
financial transactions executed offshore by U.S. financial institutions can send risk 
straight back to our shores. It was true with the London and Cayman Islands affili- 
ates of AIG, Lehman Brothers, Citigroup and Bear Stearns. A decade earlier, it was 
true, as well, with the collapse of the hedge fund Long-Term Capital Management. 

During a default or crisis, the risk that builds up offshore inevitably comes crash- 
ing back onto U.S. shores. The recent events of JPMorgan Chase, where it executed 
swaps through its London branch, are a stark reminder of this reality of modern 
finance. 

Section 722(d) of the Dodd-Frank Act states that swaps reforms shall not apply 
to activities outside the United States unless those activities have “a direct and sig- 
nificant connection with activities in, or effect on, commerce of the United States.” 
Congress included this provision for swaps, but included a different provision with 
regard to the SEC’s oversight of the security-based swaps market. 

The Commission, consulting closely with the SEC, the Federal Reserve and the 
Treasury Department, recently proposed guidance interpreting this section of the 
law. The Commission also proposed in a separate release phased compliance for for- 
eign swap dealers (including overseas affiliates of U.S. swap dealers) of certain re- 
quirements of Dodd-Frank swaps market reform. Such phased compliance would en- 
able market participants to comply with the Dodd-Frank Act in an orderly fashion 
and allow time for the CFTC to receive public comment on the cross-border interpre- 
tive guidance. 

The proposed guidance interpreting Section 722(d) includes the following key ele- 
ments: 

First, it provides the guidance that when a foreign entity transacts in more than 
a de minimis level of U.S. facing swap dealing activity, the entity would register 
under the Dodd-Frank Act swap dealer registration requirements. 

Second, it includes a tiered approach for foreign swap dealer requirements. Some 
requirements would be considered entity-level, such as for capital, chief compliance 
officer, risk management, swap data record-keeping, reporting to swap data reposi- 
tories and large trader reporting. Some requirements would be considered trans- 
action-level, such as clearing, margin, real-time public reporting, trade execution, 
trading documentation and sales practices. 

Third, entity-level requirements would apply to all registered swap dealers, but 
in certain circumstances, foreign swap dealers could meet these requirements by 
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compl3ring with comparable and comprehensive foreign regulatory requirements, or 
what we call “substituted compliance.” 

Fourth, transaction-level requirements would apply to all U.S. facing transactions. 
For these requirements, U.S. facing transactions would include not only trans- 
actions with persons or entities operating or incorporated in the United States, but 
also transactions with their overseas branches. Likewise, this would include trans- 
actions with foreign affiliates that are guaranteed by a U.S. entity, as well as the 
foreign affiliates operating as conduits for a U.S. entity’s swap activity. Foreign 
swap dealers, as well as overseas branches of U.S. swap dealers, in certain cir- 
cumstances, may rely on substituted compliance when transacting with foreign af- 
filiates guaranteed by or operating as conduits of U.S. entities. 

Fifth, for certain transactions between a foreign swap dealer (including an over- 
seas affiliate of a U.S. person) and foreign counterparties not guaranteed by or oper- 
ating as conduits for U.S. entities, Dodd-Frank transaction-level requirements may 
not apply. For example, this would be the case for a transaction between a foreign 
swap dealer and a foreign insurance company not guaranteed by a U.S. person. 

LIBOR 

I’d like now to review the CFTC’s recent order against Barclays concerning the 
benchmarks LIBOR and Euribor. 

People taking out small business loans, credit cards and mortgages, as well as big 
companies involved in complex transactions, all depend upon the honesty of bench- 
mark rates like LIBOR for the cost of their borrowings. Banks must not attempt 
to influence LIBOR, Euribor or other indices based upon concerns about their rep- 
utation or the profitability of their trading positions. 

LIBOR and Euribor are indices at the center of the capital markets for both bor- 
rowings and derivatives contracts. LIBOR is the reference index for the largest open 
interest of contracts in both the U.S. futures markets and swaps markets. As of the 
end of June, the 3 month Eurodollar futures contracts that settle to U.S. Dollar 
LIBOR make up about 70 percent of the notional value of all futures contracts trad- 
ed on the CME Group exchanges. U.S. Dollar LIBOR’s traded volume in 2011 on 
the CME was a notional value exceeding $564 trillion. According to the British 
Bankers Association, swaps with a total notional value of approximately $350 tril- 
lion and loans amounting to $10 trillion are indexed to LIBOR. 

The CFTC initiated in April of 2008 a review of LIBOR after media reports raised 
questions about the integrity of the index. Thereafter, we began coordinating with 
the United Kingdom’s Financial Services Authority (FSA), which helped us facilitate 
information requests. The FSA and the U.S. Department of Justice subsequently 
joined the CFTC with regard to the Barclays matter, and it has been a collaborative 
effort throughout. 

To conduct such a complicated case, the CFTC enforcement staff had to sift 
through a voluminous number of documents and audio recordings that spanned 
many years. 

The CFTC’s Order found that Barclays traders and employees responsible for de- 
termining the bank’s LIBOR and Euribor submissions attempted to manipulate and 
made false reports concerning both benchmark interest rates to benefit the bank’s 
derivatives trading positions. The conduct occurred regularly and was pervasive. 
Barclays’ traders located at least in New York, London and Tokyo asked Barclays’ 
submitters to submit particular rates to benefit their derivatives trading positions. 
In addition, certain Barclays Euro swap traders coordinated with and aided and 
abetted traders at other banks in each other’s attempts to manipulate Euribor. 

The Order also found that throughout the financial crisis, as a result of instruc- 
tions from Barclays’ senior management, the bank routinely made artificially low 
LIBOR submissions. Submitters were told not to submit at levels where Barclays 
was “sticking its head above the parapet.” The senior management directive was in- 
tended to fend off negative public perception about Barclays’ financial condition. 

The CFTC’s Order required Barclays to pay a $200 million civil monetary penalty 
for attempted manipulation of and false reporting concerning LIBOR and Euribor. 
In addition, Barclays is required to implement measures to ensure its future sub- 
missions are honest. 

Among other things, these requirements included: 

• Making submissions based on a transaction-focused methodology; 

• Implementing firewalls to prevent improper communications, including between 
traders and submitters; 

• Preparing and retaining documents concerning submissions and certain rel- 
evant communications; and 
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• Implementing auditing, monitoring and training measures concerning submis- 
sions and related processes, including making regular reports to the CFTC. 

The CFTC has and will continue vigorously to use our enforcement and regulatory 
authorities to protect the public, promote market integrity, and ensure that these 
benchmarks and other indices are free of manipulative conduct and false informa- 
tion. The Commodity Exchange Act (CEA) is clear in its prohibitions against at- 
tempted and actual manipulation of futures, swaps and commodity prices. Further, 
the CEA’s Section 9(a)(2) prohibits knowingly making false reports of market infor- 
mation that affects or tends to affect the price of a commodity. 

The FSA is reviewing the LIBOR benchmark, and will be making suggestions as 
to how to improve it. Moving forward, the CFTC stands ready to assist the FSA on 
its review of LIBOR and how to best assure that LIBOR, or any alternative bench- 
mark that might emerge, is not susceptible to attempted manipulation or false re- 
porting. We look forward to working with regulators and market participants here 
and abroad to ensure that benchmarks for interest rates that touch borrowers and 
lenders around the globe are reliable and honest. 

If these key benchmarks are based on observable transactions, borrowers, lenders 
and derivatives users around the globe all benefit. If these key benchmarks are not 
based on observable transactions, I believe their integrity will continue to be subject 
to question. And if these key benchmarks are not based on honest submissions, we 
all lose. 

Peregrine Financial Group, Inc. 

Background 

On July 10, the CFTC filed a complaint in Federal court against Peregrine and 
its sole owner, Russell Wasendorf, Sr., alleging that they misappropriated customer 
funds from an account held at U.S. Bank. 

Criminal authorities arrested Mr. Wasendorf for lying to the CFTC, and they ad- 
vised the court that they intended to file more criminal charges in the future. 

The CFTC’s complaint, along with the criminal charges, tells a story of deliberate 
dishonesty and deception. In a written statement found when he attempted suicide, 
as quoted in the criminal charges, Mr. Wasendorf said he committed fraud, manu- 
factured phony bank documents, and forged bank signatures. In short, the charges 
against him are that he took customers’ funds right out of the bank, and lied about 
it for years. 

The System of FCM Oversight 

Peregrine is a CFTC-registered FCM. The NFA, a futures industry SRO, is re- 
sponsible for the firm’s front-line oversight. The way our oversight system has been 
set up for decades, SROs are the primary regulators of FCMs, introducing brokers, 
commodity pool operators, and commodity trading advisors. In 2000, Congress af- 
firmed the Commission’s reliance on self-regulatory organizations by amending Sec- 
tion 3 of the CEA to state: “It is the purpose of this Act to serve the public inter- 
ests . . . through a system of effective self-regulation of trading facilities, clearing 
systems, market participants and market professionals under the oversight of the 
Commission.” Further, based on this system and the realities of limited CFTC re- 
sources, in the wake of Dodd-Frank, the NFA also will take on additional examina- 
tion and registration duties with regard to swap dealers. 

As part of its oversight responsibility, the NFA is required to conduct periodic au- 
dits of non-clearing member FCMs’ customer funds in segregated and secured ac- 
counts. The CFTC oversees the NFA, examining them for the performance of their 
duties. We review the NFA’s work papers only on a limited number of FCMs each 
year. In addition, the CFTC also does limited-scope reviews of FCMs in a “for cause” 
situation that are sometimes referred to as “audits,” but they are not full-scale au- 
dits as accountants commonly use that term. 

Under CFTC rules, FCMs must have their annual financial statements audited 
by an independent CPA using Generally Accepted Auditing Standards. As part of 
this certified annual report, the independent accountant also must conduct appro- 
priate reviews and tests to identify any material inadequacies in systems and con- 
trols that could violate the Commission’s segregation or secured amount require- 
ments. Any such inadequacies are also to be reported to the SRO and the Commis- 
sion. 

The Oversight of Peregrine 

The NFA last completed an audit of Peregrine in May 2011, and was in the proc- 
ess of conducting another periodic audit over the last several weeks. Peregrine’s fi- 
nancials for the year ending December 31, 2011, were reviewed and certified by its 
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independent CPA expressing a clean opinion on both the financial statements and 
internal controls report. 

In 2000, the CFTC brought an enforcement action against Peregrine, finding in 
an Order that the firm had violated net capital rules. At the time. Peregrine was 
much smaller than it was in 2012, with roughly $800,000 in net capital require- 
ments and $23 million in customer segregation requirements. The firm was ordered 
to pay a civil penalty and to take steps to improve its financial controls, including 
retaining a second independent public accounting firm to perform reviews of certain 
financial accounts and to report its findings to the CFTC. The firm retained 
PricewaterhouseCoopers. 

The CFTC’s Order in 2000, resolving the enforcement investigation, was the cul- 
mination of a process that began with limited-scope reviews conducted by the CFTC 
examinations staff in the 1990s. During these reviews, the staff noted a number of 
problems at Peregrine regarding, among other things, net capital, infusions of cap- 
ital to avoid net capital violations, internal financial controls, and records of seg- 
regated and secured customer assets and liabilities. Other issues related to account- 
ing for receivables and payables; transactions and agreements with affiliates; dif- 
ferences between journal entries on the company’s books and the statements of one 
of its banks, Harris Bank; accuracy of books and records; the abilities of the firm’s 
auditor; and providing customers with timely trade confirmations and monthly 
statements. In addition, CFTC staff questioned whether Peregrine had tried to mis- 
lead them concerning some of these accounting issues. The staff also noted issues 
regarding the sufficiency of NFA audits. 

Subsequently, in 2007 and 2008, the CFTC examinations staff reviewed Per- 
egrine’s classification and reporting of customer-owned securities and the invest- 
ment of customer funds for compliance with CFTC Regulations. The limited reviews 
identified improperly titled segregation bank accounts, which were corrected during 
the examination. In addition, the staff in 2010 performed a limited, 2 day review 
of Peregrine’s anti-money laundering compliance. 

Although we do not yet know the full facts of what happened in this matter, it 
is clear that the system failed to protect the customers of Peregrine. The NFA and 
CFTC staff over the years did not detect Mr. Wasendorfs alleged stealing of cus- 
tomer funds, which came to light only a few weeks ago. Though the local police can- 
not prevent every bank robbery and market regulators cannot prevent every finan- 
cial fraud, we all must do better. We must do everything within our authorities and 
resources to strengthen oversight programs and the protection of customer funds. 

Customer Protection 

CFTC Customer Protection Reforms To Date 

The Commission has been actively working to improve protections for customer 
funds. This includes: 

• The completed amendments to rule 1.25 regarding the investment of funds 
bring customers back to protections they had prior to exemptions the Commis- 
sion granted between 2000 and 2005. Importantly, this prevents use of customer 
funds for in-house lending through repurchase agreements; 

• Clearinghouses will have to collect margin on a gross basis and futures commis- 
sion merchants (FCMs) will no longer be able to offset one customer’s collateral 
against another and then send only the net to the clearinghouse; 

• The so-called “LSOC rule” (legal segregation with operational commingling) for 
swaps ensures customer money is protected individually all the way to the 
clearinghouse; and 

• The Commission included customer protection enhancements in the final rule 
for DCMs. These provisions codify into rules staff guidance on minimum re- 
quirements for self-regulatory organization (SROs) regarding their financial sur- 
veillance of FCMs. 

In addition, this month, we approved an NFA proposal that stemmed from a co- 
ordinated effort by the CFTC, the SROs, and market participants, including from 
the CFTC’s 2 day roundtable earlier this year on customer protection. 

The three key areas of reform included in the NFA rules are: 

• First, FCMs must hold sufficient funds in Part 30 secured accounts (funds held 
for U.S. foreign futures and options customers trading on foreign contract mar- 
kets) to meet their total obligations to customers trading on foreign markets 
computed under the net liquidating equity method. FCMs will no longer be al- 
lowed to use the alternative method, which had allowed them to hold a lower 
amount of funds representing the margin on their foreign futures; 
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• Second, FCMs must maintain written policies and procedures governing the 
maintenance of excess funds in customer segregated and Part 30 secured ac- 
counts. Withdrawals of 25 percent or more of excess funds in these accounts 
(that are not for the benefit of customers) must be pre-approved in writing by 
senior management and reported to the NFA; and 

• Third, FCMs must make additional reports available to the NFA, including 
daily computations of segregated and Part 30 secured amounts, as well as twice 
monthly detailed information regarding the cash deposits and investments of 
customer funds. 

CFTC Restructuring and Enforcement 

The CFTC also has implemented a significant restructuring, based on a new stra- 
tegic plan, regarding our oversight of SROs and intermediaries. 

The CFTC last year established a new division dedicated solely to the oversight 
of the SROs and intermediaries. We created a branch within the division to specifi- 
cally oversee examinations. We were able to attract talented individuals from the 
private sector with many years of relevant experience to lead this new division and 
branch. We have begun the process of strengthening our examination program, in- 
cluding adding risk and control elements. Separately, we also recently created a 
Consumer Outreach Office to help consumers get information about avoiding fraud. 

In addition, the CFTC’s enforcement arm aggressively pursues bad actors in the 
markets. In the last 2 years, the Division of Enforcement has been filing cases and 
opening investigations at the highest rate in the CFTC’s history. Roughly half of the 
cases involve fraud against customers. 

Since October 2009, the CFTC has brought 22 cases against registered FCMs, 13 
of which involved supervision failures and one of which involved a failure to main- 
tain customer secured funds properly. In the same period, the CFTC brought two 
cases in Federal court against FCMs, one for violating segregation rules and the 
other for failing to be properly capitalized and to maintain books and records. 

The Commission in April charged JPMorgan Chase Bank, N.A. for unlawful han- 
dling of Lehman Brothers, Inc.’s customer segregated funds and imposed a $20 mil- 
lion civil monetary penalty. In another case against a public accounting firm and 
a CPA partner of the firm, the Commission imposed sanctions for failing to conduct 
proper audits of a registered FCM. In one of our supervision failure cases, a reg- 
istered FCM was sanctioned for failing to follow its own compliance procedures re- 
garding “know your customer” requirements. 

Customer Protection Reforms Ahead 

While the Commission’s enhanced customer protection rules, staff reorganization 
and enforcement efforts to date have been significant, I believe we must do more. 
I believe we need to further enhance the agency’s rules for customer protection. As 
outlined below, staff recommendations, based on substantial Commissioner and 
market participant feedback, are now drafted and in front of Commissioners. 

First, we must incorporate the NFA rules approved last week into the Commis- 
sion’s regulations so that the CFTC can directly enforce these important reforms. 

Second, I believe it is critical that we bring the regulators’ view of customer ac- 
counts into the 21st century. We must give the SROs and the CFTC direct electronic 
access to FCMs’ bank and custodial accounts for customer funds, without asking the 
FCMs’ permission. Further, acknowledgement letters (letters acknowledging that ac- 
counts contain segregated customer funds) and confirmation letters must come di- 
rectly to regulators from banks and custodians. 

Third, I believe we need more transparency to customers about their funds. Fu- 
tures customers, if they wish, should have access to information about how their as- 
sets are held and with whom, similar to that which is available to mutual fund and 
securities customers. 

Fourth, I believe we need to consider enhanced controls at FCMs regarding how 
customer accounts are handled. 

In addition, I believe we need to carefully consider additional rules laying out the 
SROs’ requirements for conducting examinations and audits. 

Regarding the Commission’s oversight of SROs and intermediaries, though we’re 
making progress through our reorganization and new rules, the recent events at 
Peregrine highlight the necessity of looking at the decades-old system of SROs and 
the Commission’s role in overseeing SROs. 

I have directed the CFTC’s staff to do a full review of how the agency conducts 
oversight of the SROs, as well as limited scope reviews of FCMs, to determine what 
improvements can and should be made. As part of this review, we have reached out 
to the Public Company Accounting Oversight Board (PCAOB), which oversees the 
audits of public companies. The Dodd-Frank Act gave the PCAOB oversight author- 
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ity over the audits of brokers and dealers who are registered with the SEC. The 
PCAOB has agreed to give us the benefit of its insights and expertise. 

Building on the customer protection public roundtable earlier this year, I also 
have asked CFTC staff to hold another public roundtable discussion on customer 
protection issues, including examination techniques and procedures, which will take 
place during the 2nd week of August. 

Resources 

Confidence in the futures and swaps markets is dependent upon a well-funded 
regulator. The CFTC is a good investment of taxpayer dollars. This hardworking 
staff of 710 is just ten percent more than what we had at our peak in the 1990s 
though the futures market has grown fivefold. The CFTC also will soon be respon- 
sible for the swaps market — eight times bigger than the futures market. 

The Commission’s limited resources have historically not allowed for direct over- 
sight of FCMs. There are 46 staff members, including 35 audit staff, on the CFTC’s 
examinations team who oversee four SROs, which in turn have responsibilities for 
more than 4,341 registered persons. On top of the current lack of staff for examina- 
tions, our responsibilities are expanding to include reviews of many new market 
participants. For instance, there are currently 115 FCMs, and staff estimates a 
similar number of swap dealers will ultimately register. More frequent and in-depth 
risk-based, control-oriented examinations are necessary to assure the public that 
firms have adequate capital, as well as systems and procedures in place to protect 
customer money. Greater coverage by regulators — like having more cops on a beat — 
will improve the integrity and heighten the deterrent effect of the review process. 

The President’s FY 2013 budget, following a similar request in 2012, asked for 
$308 million, investing in our technology and human resources, to better protect the 
public. 

Market participants depend on the credibility and transparency of well-regulated 
U.S. futures and swaps markets. Without sufficient funding for the CFTC, the na- 
tion cannot be assured that the agency can adequately oversee these markets. 

Conclusion 

Nearly 4 years after the financial crisis and 2 years since the passage of Dodd- 
Frank, the CFTC has made significant progress in implementing Congress’ common- 
sense reforms for the swaps market. 

With the foundational rules in place, it is critical that we complete the remaining 
reforms that will bring transparency and competition to the swaps market, lower 
costs for companies and their customers, and protect the public. 

It is also crucial that the CFTC, working with SROs and market participants, con- 
tinues its efforts to enhance protections for the funds of both futures and swaps cus- 
tomers. 

Thank you and I look forward to your questions. 

Attachment 


CFTC Dodd-Frank Update 

Final Rules & Guidance 

• Agricultural Commodity Definition 

• Agricultural Swaps 

• Anti-Manipulation 

• Business Affiliate Marketing and Disposal of Consumer Information 

• Client Clearing Documentation, Straight Through Processing, Clearing Member 
Risk Management 

• Commodity Options 

• Commodity Pool Operators and Commodity Trading Advisors: Amendments to 
Compliance Obligations 

• Derivatives Clearing Organization — General Provisions and Core Principles 

• Designated Contract Markets — Core Principles 

• End-User Exception 

• External Business Conduct Standards 

• Foreign Boards of Trade — Registration 

• Implementation Phasing for Clearing 

• Internal Business Conduct Standards (Risk Management, record-keeping, & 
CCOs) 
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• Investment Advisor Reporting on Form PF (Jt. with SEC) 

• Investment of Customer Funds (Regulation 1.26) 

• Large Trader Reporting for Physical Commodity Swaps 

• Position Limits for Futures and Swaps 

• Privacy of Consumer Financial Information 

• Process for Review of Swaps for Mandatory Clearing 

• Process for Rule Certifications for Registered Entities (Part 40) 

• Real-Time Reporting for Swaps 

• Removal of References to or Reliance on Credit Ratings 

• Reporting Certain Post-Enactment Swap Transactions (IFR) 

• Reporting of Historical Swaps 

• Reporting Pre-Enactment Swap Transactions (IFR) 

• Retail Commodity Transactions — Interpretive Guidance on “Actual Delivery” 

• Retail Foreign Exchange Intermediaries — Regulations & Registration 

• Retail Foreign Exchange Transactions — Conforming Amendments 

• Segregation for Cleared Swaps 

• Swap, Security-Based Swap, Security-Based Swap Agreement — Eurther Defini- 
tions (Jt. with SEC) 

• Swap Data record-keeping and Reporting Requirements 

• Swap Data Repositories — Core Principles, Duties & Registration 

• Swap Dealers and Major Swap Participants — Registration 

• Swap Dealers, Major Swap Participants, and Eligible Contract Participants — 
Further Definitions (Jt. with SEC) 

• Whistleblowers 
Proposed Rules & Guidance 

• Block Rule 

• Capital for Swap Dealers & Major Swap Participants 

• Clearing Exemption for Cooperatives 

• Clearing Requirement Determinations 

• Conforming Rules 

• Cross-Border Application 

• DCMs — Core Principle 9 

• Disruptive Trade Practices 

• Governance and Conflict of Interest (DCM, DCO, & SEF) 

• Identify Theft (Jt. with SEC) 

• Internal Business Conduct (Documentation, Confirmation, & Portfolio Reconcili- 
ation) 

• Margin for Uncleared Swaps 

• Segregation for Uncleared Swaps 

• Swap Data Repository Indemnification Interpretation 

• Swap Execution Facilities — Core Principles, Registration, and Process for “Made 
Available to Trade” Determinations 

• Systemically Important Clearing Organizations — ^Additional Provisions 

• Volcker Rule 

Yet to be Proposed Rules & Guidance 

• Inter-Affiliate Clearing for Financial Entities 

• RTO/ISO Exemptive Relief 

• 201(f) Exemptive Relief 

• Stress Testing under Section 165 
Final Orders 

• Delegation to National Futures Association (NFA) — Certain exemptions for 
Commodity Pool Operators 

• Delegation to NFA — Foreign Exchange Intermediary Registration function 

• Delegation to NFA — Swap Dealer & MSP Registration function 

• Exemptive orders — Effective Date for Swaps Regulation 
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• Treatment of Grandfather Relief Petitions — Exempt Boards of Trade & Exempt 
Commercial Markets 

• Treatment of Grandfather Relief Petitions — Transactions done in Reliance on 
2(h) 

Studies & Reports 

• Feasibility of Requiring Use of Standardized Algorithmic Descriptions for Fi- 
nancial Derivatives (Jt. with SEC) 

• International Swap Regulation (Jt. with SEC) 

• Risk Management Supervision of Designated Clearing Entities (Jt. With Board 
of Governors of the Federal Reserve System and the SEC) 

• Study on Oversight of Carbon Markets (Jt. with various other Agencies) 

The Chairman. The chair wishes to thank the Chairman for 
those opening comments, and recognizes himself for 5 minutes. 

Chairman Gensler, on February 10, 2011, in testimony before 
this Committee, you stated that the resource needs of the CFTC: 
“Given the resource needs of the CFTC, we are working very close- 
ly with self-regulatory associations like the National Futures Asso- 
ciation to determine the duties and roles that they can take on in 
the swap markets. Nevertheless, the CFTC has the ultimate statu- 
tory authority and responsibility for overseeing these markets,” 
your comments from last year. Based on this statement, is it fair 
to say that you and your agency take responsibility for some of 
what is going on in regards to customer funds at PFGBest? 

Mr. Gensler. Yes, Mr. Chairman, I think that we have to take 
a close look at all that the CFTC did overseeing the NFA but also 
the FCMs such as Peregrine in this situation. 

The Chairman. Because I know your agency has been very busy 
on the rulemaking process, and I appreciate that. But even in the 
smallest town, the night watchman walks around and shakes the 
doorknobs to make sure they are locked, shines the flashlight 
through the front door to see that nothing is amiss. It just seems 
that perhaps in the aftermath, let us think for a moment about an- 
other one of these problems, MF Global. What should CFTC have 
done differently to ensure that customer funds were properly seg- 
regated in that failure? 

Mr. Gensler. I think both of these cases we have learned things. 
We have worked with the NFA and the Chicago Mercantile Ex- 
change and the other SROs to put better rules in place. We were 
already doing this in terms of closing some of the gaps in the over- 
sight of investment of customer funds. But we absolutely need to 
do more. We are also a very thinly staffed organization. We do not 
directly audit the futures commission merchants, and as I high- 
lighted in that testimony you highlighted, swap dealers will be 
brought in as members of the NFA and directly examined by the 
NFA, not necessarily by the CFTC. 

The Chairman. Along the topic of MF Global, did CFTC coordi- 
nate with other regulators leading up to the MF Global bank- 
ruptcy? For example, did you consult with the Financial Industry 
Regulatory Authority and SEC when they forced MF Global to 
change their capital treatment of its foreign sovereign debt posi- 
tion? 

Mr. Gensler. Mr. Chairman, I can speak about what I was per- 
sonally involved in, but as I am not involved in the MF Global mat- 
ter, but over that weekend as it 
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The Chairman. Speak to the point in time up until which you 
recused yourself. 

Mr. Gensler. That is what I will do. Over that weekend, as the 
MF Global events transpired and we at the CFTC were working to 
try to move customer funds. We did work with the SEC, with 
FINRA and with the international regulators in London, the Finan- 
cial Services Authority. 

The Chairman. Let us touch on LIBOR for just a moment. I 
asked the Federal Reserve Chairman, Ben Bernanke, last week 
when the Fed first heard about the possibility of LIBOR manipula- 
tion. He told me in a Financial Services hearing that he first 
learned about it in 2008 and that the Federal Reserve briefed other 
Federal agencies at that time including CFTC. Chairman Gensler, 
why is it that the LIBOR manipulation was able to continue at 
Barclays in 2009? 

Mr. Gensler. We at the CFTC started and opened an investiga- 
tion in April of 2008 based on news reports in The Wall Street 
Journal, Financial Times, and elsewhere. That investigation cul- 
minated in what you learned of a few weeks ago. 

The Chairman. But isn’t it true that Barclays also self-reported 
the derivatives manipulation and it really wasn’t the CFTC that 
discovered it, it is when they admitted it, and what does that say 
about the ability of regulators to discover wrongdoing? I suppose 
that is the bottom line. Chairman. 

Mr. Gensler. Well, the bottom line is that CFTC worked and 
reached out to law enforcement agencies in London, the FSA, and 
the Justice Department to develop this case. It is a very pervasive 
action that Barclays was involved in involving two regs, three cit- 
ies, 4 years of misconduct on the part of Barclays, and involving 
senior management. So the CFTC reached out and developed the 
evidence also over two continents and different jurisdictions. 

The Chairman. It just seems. Chairman — and my time has ex- 
pired — from the country perspective, we spent a lot of time putting 
up street signs but we haven’t rattled enough doorknobs lately. 

I now recognize the Ranking Member for 5 minutes. 

Mr. Peterson. Thank you, Mr. Chairman. 

I would like to follow up on this LIBOR situation. So you were 
investigating it. Did any of the other regulators contact you about 
this or were they working on it, or were you guys doing this by 
yourself? 

Mr. Gensler. I am aware and we are aware that in June of 
2008, and the New York Federal Reserve has put this on their 
website, that there was a report to an interagency staff group 
about LIBOR — it is called the President’s Working Group — that 
laid out some of the general concerns that the New York Fed had 
in June. But in terms of the law enforcement action, actually pur- 
suing infractions of the Commodity Exchange Act of false reporting 
and attempting to manipulate this rate, that is something the 
CFTC did with other law enforcement agencies and took a long 
time to develop those facts and get evidence, hard evidence to take 
to court or to get Barclays to settle. 

Mr. Peterson. So these other folks, they didn’t have any reason 
or any business to be investigating this, the Fed? 
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Mr. Gensler. I can only speak to the CFTC, but we reached out 
to law enforcement agencies to the SEC and the Justice Depart- 
ment and the Financial Services Authority, which have law en- 
forcement and the Financial Services Authority 

Mr. Peterson. So you guys were all working together? 

Mr. Gensler. Yes. The Financial Services Authority initially was 
facilitating our document requests and information requests. They 
subsequently opened a live investigation, which they publicly said 
was in 2010. 

Mr. Peterson. There were reports in Barron’s in July of 2012 
that the CME heard complaints from traders about the LIBOR 
rate, and I guess they went as far as contacting the British Bank- 
ers Association regarding these complaints. Did the CFTC ever re- 
ceive any expression of concern about possible fraud manipulation 
or problems about LIBOR from CME? 

Mr. Gensler. I am aware that our staff knew that there were 
conversations, and it may have even been in the press at the time 
between the CME and the British Bankers Association. But in 
terms of actually developing a case with hard facts and evidence 
of manipulation or false reporting, that was done directly with law 
enforcement agencies, shaking the doorknobs, as the Chairman 
said. 

Mr. Peterson. I understand, but I guess what I am getting at 
is that I think you guys did the right thing. You went in, following 
the law and developing the case and all that stuff, but these other 
folks that are affected by this — and this was in the press — were 
they concerned about this? Did they ask questions? Did they know 
what you were doing and were they satisfied with that? Why 
weren’t they concerned for 4 years that this potentially was a prob- 
lem? That is what I don’t get. I understand what you are doing, 
but I mean, the people that are affected by this, weren’t they con- 
cerned about this? 

Mr. Gensler. Well, those are very important questions. I can tell 
you that law enforcement agencies, once we actually brought some- 
thing real and actionable with evidence to the Justice Department, 
they were terrific, the FSA when they opened their live investiga- 
tion, and we were rattling those doorknobs for quite some time to 
make sure. This market is so critical to borrowers and lenders in 
this country. 

Mr. Peterson. That is my point. So why weren’t the borrowers 
and lenders screaming about this for 4 years, or didn’t they know 
what was going on, or didn’t they care? 

Mr. Gensler. There were academic reports, there were news re- 
ports, and I think that as I said earlier, that the market has be- 
come less and less transaction-based and more estimate-based. 
This interbank borrowing market had — as Mervin King said in the 
fall of 2008, LIBOR is the rate at which banks aren’t lending to 
each other. Our career staff, well before I got there, sir, started to 
focus on this. It takes a long time to build a case that you can take 
to court. 

Mr. Peterson. I don’t understand enough about this to know, 
but it just seems to me that if these folks, that if everybody knew 
about this and nobody said anything, apparently it must have been 
benefiting them so they were just happy to have it continue. It is 
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another case where these guys, the whole damn system is set up 
to benefit Wall Street and nobody else in this country. I am tired 
of this. You just wonder where these people are, and we commend 
you for what you do and working on this. We have a system that 
is so complicated that it takes you 4 years to nail it down. That 
tells you something right there. 

The Chairman. The gentleman’s time has expired. The chair now 
recognizes the gentleman from Texas, Mr. Neugebauer, for 5 min- 
utes. 

Mr. Neugebauer. Thank you. Chairman Gensler, for being here 
this morning. Prior to the April 2008 Wall Street Journal article, 
your agency didn’t have any knowledge that there were concerns 
about LIBOR? Is that your testimony? 

Mr. Gensler. We opened an investigation in April of 2008. In 
talking to some of the career staff, I wasn’t there then, but in talk- 
ing to them, they were aware of some of the academic and some 
of the news stories but it was that Wall Street Journal piece that 
they decided to open what is a live investigation into these matters. 

Mr. Neugebauer. So you weren’t aware that as early as the lat- 
ter part of 2007 that people at the Federal Reserve Bank in New 
York were made aware that there could be some problems with 
LIBOR? You didn’t ever have any notice from the New York Fed 
of that? 

Mr. Gensler. Congressman, we haven’t gone back to do 
forensics, but sitting here today, I am not aware that our staff was 
made aware of anything except for the news stories and academic 
research by April. 

Mr. Neugebauer. But it was the Wall Street Journal 2008 arti- 
cle that kind of triggered the opening of a case in your organiza- 
tion? 

Mr. Gensler. That is right, and it was actually reviewed with 
Commissioners in late April. We have an every-Friday surveillance 
meeting with the surveillance team, and the enforcement folks 
talked to Commissioners in April of 2008. 

Mr. Neugebauer. Chairman Bernanke was here last week, and 
one of the things I asked him is, can one bank — I think there are 
16 U.S. Dollar LIBOR banks that report to make up that index — 
could one bank alone influence that rate, and his response was that 
no. I think you have in your report or in your findings alluded that 
there are other banks involved or other banks that are under inves- 
tigation at this time. Is that in fact, other banks are going under 
the same investigation that you did with Barclays? 

Mr. Gensler. I am going to try not to compromise an ongoing 
enforcement matter, but what we said in the Barclays situation 
was that in the case of Euribor, that there were four other banks 
that Barclays was aiding and abetting. That means that Barclays 
was trying to assist them but they were also asking these other 
four banks, which we called bank A, B, C and D, to assist Barclays 
in the setting of Euribor for the profits of their desk. But I might 
also add that in the Department of Justice findings and order, 
Barclays admitted — I can even give you the paragraph, 30 — that in 
some occasions their manipulation of their submissions did affect 
the rate, and that is in the Barclays order with the Department of 
Justice. 
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Mr. Neugebauer. But it would be difficult for one bank to do 
that on its own. Would you agree? 

Mr. Gensler. Though in the Department of Justice findings and 
settlement with Barclays, they did say that on some occasions it 
did affect it, because even a basis point averaged, to walk back for 
the Committee, 16 banks submit. Four low ones and four high ones 
are thrown out. The eight middle ones are averaged. Even one 
bank could possibly affect on some days. 

Mr. Neugebauer. So just the bottom line, but there will be other 
findings from the CFTC on this issue. Is that your testimony? 

Mr. Gensler. Again, not to compromise any ongoing enforcement 
matter, we are going to vigorously pursue enforcement matters 
around these benchmark rates. These rates need to be reliable but 
it is also the law. The law is, don’t false report, don’t attempt to 
manipulate or manipulate these rates. 

Mr. Neugebauer. I want to go back to Peregrine for just a 
minute. I think we are reading that one person was evidently fal- 
sifying a tremendous number of documents, daily reports, financial 
statements, bank statements, bank verifications. I mean, the list 
goes on and on. And so either we have a very unsophisticated regu- 
latory structure or this was a very sophisticated gentleman that 
could carry off for as long a period of time as he did this fraud. I 
would hope, and we are going to hear today hopefully that we are 
going to have to jack our surveillance up, that if one person — and 
I don’t believe one person could actually have pulled this off — but 
one person could defraud a fairly broad number of regulators that 
are supposed to be looking after on behalf of the customers of these 
institutions. So I am hopeful that we are going to hear some very 
positive steps but it doesn’t speak well when one person can pull 
that off for that period of time. 

Mr. Gensler. I share our view that we have to up our auditing 
oversight both at the CFTC and the self-regulators, and I also 
would say, we don’t know all the facts yet. There is going to be a 
lot more that we learn about the facts of this situation. 

Mr. Neugebauer. Thank you, Mr. Chairman. 

The Chairman. The gentleman’s time has expired. The chair rec- 
ognizes the gentleman from Iowa for 5 minutes, Mr. Boswell. 

Mr. Boswell. Thank you, Mr. Chairman. 

Thank you, Mr. Chairman Gensler, for being here to talk to us. 
Listening to what has been already said, yesterday or recently we 
also had some discussions with the NFA personnel and so on, and 
understand how they structure their toolbox to do their work, 20 
per trade on both the borrower and the seller and so on. I under- 
stand that, and with that, they have managed to add about 25 per- 
cent annually to their toolbox, if you will. After the collapse of Wall 
Street, we passed Dodd-Frank, which I have always felt like would 
probably need some tweaking and I have no quarrel with that, but 
we expanded the CFTC’s responsibilities regarding oversight. Then 
we discovered the collapse of MF Global last October, made it ap- 
parent that we must provide our oversight bodies with tools. 

So I want to ask you this question. Do you think that the struc- 
ture similar to the way we fund the SEC would benefit the CFTC 
based on a general growth rate? How do the investments of tech- 
nology made by CFTC compare to those made by the SROs? 
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But before you answer that, I would just say to Mr. Conaway and 
Mr. Lucas, I respect you guys very much. There is probably nobody 
in the room that has spent more time where you come from than 
I have. As a young man, I went to a place west of Odessa named 
Monahan. I was out there in an oil field — just a young farm kid 
who was willing to do hard work — and they hired me to substitute 
so everybody could take vacation on the drilling rig. I did all the 
jobs — lee tongs, backups, tower, mud mixer — I did it all. And then 
later on I spent time in mineral wells. Fort Walters, a couple trips. 
Fort Bliss, Oklahoma, I am practically an Okie. Fort Sill, I have 
been there a lot of times, and so on. I was interested in what hap- 
pens out there in agriculture and realized over the years that the 
technology has changed so much for farmers because of the inten- 
sity of capital invested. They have to be able to have marketing 
tools. 

And so we went through all this. Thank you, Mr. Peterson, for 
what you said about what is going on here and what are we going 
to do? I am not sure where — and I say this very respectfully: 
maybe we need to talk about this outside the room but where are 
you leading us to deal with this? Because I am ready to follow if 
I understand it, and I know I sat over there in the chair when we — 
after Dodd-Frank I was Chairman and I have now been Ranking 
Member with Mike, and I appreciate that. Maybe you can tell me, 
where are you trying to take us on this. I would like to know. Be- 
cause we have a heavy responsibility. I want to help. I think we 
need tools. I guess you have combined a little wheat and you have 
certainly pulled a few calves, same as I, and so on. I could never 
go to the field even with a modern combine without a toolbox. I am 
not too sure that you have the toolbox. So I hope you can answer 
that. But I don’t know. I would yield to anybody to help me out. 
I am kind of like you, Mr. Peterson. Where are we going and how 
are we going to get on top of this? Because if we need to tweak 
Dodd-Frank, let us do it, but let us not give them responsibility to 
do what we ask them to do and then say whoops, figure out some 
way to do it on your own. 

I yield. 

The Chairman. I thank the gentleman for yielding. 

I think we are in the process now of what has been a multi-year 
effort. The Chairman regularly alludes to the fact that he is in the 
process of fulfilling all of his rulemaking responsibility under Dodd- 
Frank, has not completed that yet but is in the process. 

Mr. Boswell. But we still keep trying to take his resources away 
by cutting his budget. 

The Chairman. I think we have a responsibility on this Com- 
mittee — we are not appropriators, we are authorizers — to provide 
oversight to make sure that the Chairman and his Commission are 
fulfilling the spirit of the law as well as the letter of law. All of 
that in addition to their mandated responsibilities under Dodd- 
Frank, they are fulfilling all the other responsibilities that are on- 
going with this process. I used the country phrase about the night 
watchman shaking the doorknobs in referencing to that as well as 
putting up stop signs or street signs. I understand the Chairman 
has a difficult challenge but we also have a responsibility to pro- 
vide oversight, to verify that he is following the rules, that he is 
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doing what he needs to do. If he should deviate from the intent of 
the law, our responsibility is to guide him back to that point and 
to help move him forward. If there were indeed flaws in the law 
or flaws in the rule — I know what would surprise the Chairman to 
hear there might be a flaw in the rule somewhere — if there are 
flaws, then it is our responsibility to bring attention to that to help 
make sure changes can be made. 

Right now in the legislative environment we are working in, it 
is kind of challenging, as my good friend from Iowa knows, to get 
much of anything done. That is just the lay of the land as we face 
it. That is why we worked so hard the other night on a markup 
on a comprehensive farm bill. 

Mr. Boswell. You did a good job. 

The Chairman. That is what my main focus is and yours too, my 
good friend. 

Mr. Boswell. Absolutely. 

The Chairman. But we are going to fulfill our responsibilities. 
We are going to move this process forward and our friends are 
going to work doubly hard, I am sure, to fulfill their responsibil- 
ities. 

Mr. Boswell. Thank you very much. I appreciate that, and I like 
your analogy of shaking the doorknobs. I think it is kind of linked 
up with having the tools in the toolbox. Okay. I went past my time. 
I will yield back. You take all the time you want. 

The Chairman. I would say to my good friend, all of our time has 
expired, and now I turn to the gentleman from Texas, Mr. 
Conaway, for 5 minutes. 

Mr. Conaway. Thank you, Mr. Chairman. I appreciate the com- 
ments from Mr. Boswell. 

Chairman Gensler, thank you for the call the other day. We have 
a target-rich environment this morning for questions on the array 
of things that are in front of your Commission, but I want to talk 
about the extraterritorial guidance. I appreciate your call the other 
day and our conversation about that. I now know some more about 
it that I didn’t know then, and some questions have just come up 
to me, so I am not saving these for you, I just didn’t think about 
them at that point in time. 

This fits in the foundational kind of rules that some would argue 
require you to work with the SEC to put this rule or guidance, 
whatever we wind up calling it, in place. SEC has said they don’t 
have the authority to issue guidance the same way that the CFTC 
did. Can you walk us through how you came to conclude this and 
why this isn’t more coordinated with the SEC? Quickly, because I 
have a series of questions on this issue. 

Mr. Gensler. First, I would say I now have come to use the 
word cross border because I can pronounce it, but on the cross-bor- 
der issues, we do have a provision in Dodd-Frank that was not 
placed in the SEC’s side of it. It is section 722(d). What it says spe- 
cifically is, we are not to regulate something unless it has direct 
and significant effect on the commerce or activity of the United 
States. Those words that are in Dodd-Frank are on our side, not 
the SEC’s. And we received a lot of questions from many, many 
market participants: what do those words mean, can you interpret 
those words. Congress didn’t say we shall do a rule or anything. 
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Mr. Conaway. Okay. 

Mr. Gensler. So we are trying to interpret those words and 
leave some flexibility, frankly, that it is not as rigid. 

Mr. Conaway. In that regard then, where does guidance fall in 
the pecking order? If I am a cross-border firm and trying to look 
at this guidance and it is open for comment for some 45 day period, 
so the guidance is not even final, I have a 60 day clock, soon to 
start running with respect to swap-dealer registration and I am 
going to make real-world decisions to spend money and to reflect 
that guidance. Are you expecting folks to comply with this as if it 
were a rule? 

Mr. Gensler. So we have also put out at the same time for 30 
day public comment something about phased compliance or an ex- 
emption for 1 year for these foreign-based swap dealers from many 
of the rules of Dodd-Frank — the entity-based rules. They would 
have to comply with transaction-based rules that are in effect like 
real-time reporting if they are doing something with a company in 
Texas. So if a bank in France was doing a trade with somebody in 
Texas, that would still have to come 

Mr. Conaway. Under the transaction rule but not the entity 
itself would 

Mr. Gensler. That is correct. 

Mr. Conaway. And do you expect working with your friends at 
the SEC that they will come to similar conclusions when they go 
through their actual rulemaking process on this? 

Mr. Gensler. I think they will be similar but not identical be- 
cause again Congress did something different on their side of the 
statute than ours so that 

Mr. Conaway. Well, that seems to be the cart driving the horse. 
In other words, what we want is regulations that work for every- 
body and allows them to comply. I haven’t harassed you too much 
about the end run on cost-benefit analysis that this guidance pro- 
posal appears to allow you to not do cost-benefit analysis of what 
compliance under these guidance rules might cost and what those 
benefits are. But the idea is that they ought to be parallel with the 
SEC and not rely on a flawed law that Mr. Boswell said we prob- 
ably need to fix some of that kind of stuff, but the idea is, then you 
would be able to comply with this and not let the law drive a goofy 
answer. 

Mr. Gensler. The SEC, the Treasury and the Federal Reserve 
have all given us advice and counsel for many months on this docu- 
ment we put out to public comment, and I believe we will be close 
whenever the SEC moves forward, but again, because they have 
different statutory framework, there will be some difference. 

Mr. Conaway. Let me ask in a similar vein, Barclays, which you 
guys did a good job and I was hoping you would brag more on your 
team this morning about that because I do think you did a good 
job. But the agreement that you made with Barclays Bank sets in 
place some things that they will now do with respect to their oper- 
ations. Will that now become the industry standard for everybody 
else and is this another way to get at a rule without going through 
the normal rulemaking processes that we generally have put in 
place? 
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Mr. Gensler. Let me first brag on the team, Vince McGonagle 
and Gretchen Lowe, Anne Termine, and David Meister, I mean, 
fabulous, tough, tough case, fabulous work they have done. 

In terms, yes, we had Barclays commit that as they make these 
submissions in the future, they have to be transaction-based, fo- 
cused on Barclays transactions, and if there aren’t transactions in 
this unsecured market, they have to look to their secured bor- 
rowings. They have to have firewalls and 

Mr. Conaway. That is fine, but I really wanted to focus on the 
impact this has on the rulemaking process. In other words, will you 
use this again in the future with legal operations to get at a back- 
door rule for everybody else? 

Mr. Gensler. I now understand your question. We were really 
focused on Barclays. I mean, Barclays had such pervasive activity 
that was not in compliance with the law, so pervasive we said no, 
you have to have these undertakings. We have undertakings in 
many of our settlements. They just don’t get as much publicity as 
this here. And I would say that just as in other cases, people 
should read those undertakings and understand them but they are 
Barclays specific. 

Mr. Conaway. You mentioned the PCAOB helping you with au- 
diting standards. They set the auditing standards for public compa- 
nies. I would also refer you to the AICPA, which sets auditing 
standards for private companies, and the fellow that I suspect was 
auditing Peregrine was likely not registered under the PCAOB. 

Mr. Gensler. I think that is very good advice. I think that they 
were registered but it is still very good advice. 

Mr. Conaway. Thank you, Mr. Chairman. 

The Chairman. The gentleman’s time has expired. The chair now 
recognizes the gentleman from North Carolina, Mr. Kissell, for 5 
minutes. 

Mr. Kissell. Thank you, Mr. Chairman. 

Thank you. Chairman Gensler, for being here with us today. We 
had a hearing a while back on MF Global; and as Members of the 
Committee were questioning board members. Commissioners from 
the CFTC about some of the oversight things, it was pointed out, 
I believe by the Ranking Member, that MF Global had really 
transitioned from a commodities-based firm to a securities firm and 
really at that point in time when some of the bad things happened, 
it was more of an SEC responsibility than a CFTC responsibility. 

In that regard in that transition, and somewhat in follow-up to 
Mr. Conaway’s questions, as the CFTC moves forward in its defini- 
tions and its rulemakings, and as the comment time closes, and 
looking at the cross-border aspects of some things, some folks had 
come to me and talked about, they were concerned not wanting 
changes in laws and regulations, just looking for certainty, and 
they were concerned if you guys finished your work too much in ad- 
vance of the SEC doing the same things. Looking at MF Global as 
an example of a company that switched, in between, are you con- 
cerned that if you get too far ahead of the SEC if there might be 
the gaps in there that might create problems in oversight, in the 
paperwork, in compliance issues if there is too much of a gap be- 
tween these things being done? I just wonder what your thoughts 
are. 
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Mr. Gensler. I am mostly concerned that 2 years into this and 
4 years from the crisis we need to get these common-sense rules 
of the road and the traffic lights in place. The timing gap with the 
SEC, they are overseeing the securities-based swaps, which is a 
much smaller part of the market, does raise some concerns in 
clearing of credit default swaps, so that is something we have 
looked at very closely, especially the largest clearinghouse, the 
IntercontinentalExchange. I would hope that we could get portfolio 
margining, which is a very detailed issue, done, because that we 
need to do with the SEC. 

The timing gap that is probably more significant is with Europe 
and with the international regulators and this cross-border issue, 
and that in part is a significant reason why we gave this 1 year 
period to sort through some of these international issues. We have 
a proposed exemption for another year on the international side. 

Mr. Kissell. Thank you, Mr. Chairman, once again for being 
here and I yield back my time. 

The Chairman. The gentleman yields back. The chair now recog- 
nizes the gentleman from Colorado, Mr. Tipton, for 5 minutes. 

Mr. Tipton. Thank you, Mr. Chairman. Thank you. Chairman 
Gensler, for being here as well. 

I think that I would like to follow up a little bit on what Mr. 
Conaway and Mr. Kissell have been talking about in regards to 
some of the cost-benefit analysis of this. Our counterparts seem to 
have pretty much the same conversation, which is financial cer- 
tainty in terms of what is being proposed by the CFTC. You have 
issued but not published in final form a number of rules that are 
going on. When we are talking in country, not extraterritorial, but 
in country on the proposed rules, are you expecting compliance be- 
cause that seems to still be fluid, and some of the costs that are 
going to be associated from these various groups that they are 
going to have to try and comply and then change as that rule- 
making process has not been finalized. 

Mr. Gensler. To answer your question, no, and we have been 
very clear and issued exemptive language. We are hopeful to get 
our proposals finalized by the end of this year. We have granted 
relief through the end of the year, and then as we finalize those 
we would put in place compliance schedules well into 2013 for the 
rules that might be finalized later this year. But only the final 
rules that are in place are actionable and enforceable. 

Mr. Tipton. Great. And one thing I would like you to maybe ex- 
plain just a little more on, whenever there is a problem, we all 
want to make sure that the markets work well, people are held ac- 
countable, the people’s resources are sound and we can count on 
the information. You had commented that are you doing some in- 
ternal examination, that you stated in your testimony the system 
failed to protect Peregrine’s customers, and that we need to take 
a close look at how the CFTC handled its oversight. Are you identi- 
fying, in lieu of new rules, where it failed internally and how to or- 
ganizationally make this work better? 

Mr. Gensler. We are doing that. We had already restructured 
this group, the examination function and oversight of the self-regu- 
latory functions and hired a new head of examinations and also a 
new head on top of that, but that is not enough. I mean, they are 
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terrific people but we really do look at this and say we have to do 
better. How do we, in essence, audit the auditors, how do we exam- 
ine the SROs, because that front line of defense is embedded in 
statute? That is what we have had for decades. Now, how do we 
enhance that front-line defense and then the CFTC’s responsibil- 
ities? As the Chairman says, we ultimately do have that responsi- 
bility and should be held accountable to make sure we look inter- 
nally how we can do this better. 

Mr. Tipton. You know, and I think we probably agree, the major- 
ity of the players want to make sure that things are done properly 
and abiding by the law that is going on, but when it got into the 
extraterritorial rulemaking, the five Commissioners went ahead 
and moved through without the customary input for public com- 
ment. Moving on, you have now opened this up for 45 days. Do you 
think that is a prudent thing to do or would it be better maybe to 
talk to people that are actually in the business to be able to seek 
some guidance in terms of how to make sure that the rulemaking 
process moves forward for that interaction with the SEC as well? 

Mr. Gensler. Well, Congressman, with all due respect, we had 
gotten a lot of input from market participants, and we list those 
meetings on our schedule, but I would have no doubt there were 
dozens of meetings and dozens of letters from commenters, if not 
over 100 letters from commenters, about the cross-border applica- 
tion, and then we put that in this interpretation and the relief, the 
1 year relief I referred to. We had input from the SEC before we 
did that and now we are going to get further public comment on 
that because it is critical to get the public comment. 

But I would say that if we followed the industry’s approach com- 
pletely, they would move the jobs and the markets to London or the 
Cayman Islands or somewhere but the risk still comes crashing 
back here. AIG Financial Products, that was located in Mayfair in 
London. Citicorp’s special purpose vehicles, their off-balance-sheet 
vehicles, were originated in London and incorporated in the Cay- 
mans. I could go crisis by crisis. The risks come crashing back to 
the American public and so we think that when Congress said to 
oversee what is direct and significant that we have to find a way 
to make sure those branches and affiliates of U.S. financial parties 
have in place some common-sense transparency and risk-reducing 
rules. 

Mr. Tipton. I see my time has expired. Thank you, Mr. Chair- 
man. I yield back. 

The Chairman. The gentleman’s time has expired. The chair now 
recognizes the gentlelady from Maine for 5 minutes, Ms. Pingree. 

Ms. Pingree. Thank you very much, Mr. Chairman, and thank 
you for being here with us today. 

I am going to ask a slightly different question but it is on the 
same perspective of all the work that you are doing. There was a 
lot of attention this morning to the fact that Sandy Weill was, I 
guess, on CNBC and it has been covered in The New York Times 
so obviously the former chair of Citigroup, and one of his very 
thoughtful comments was that the big banks should be broken up 
into separate commercial banking and investment entities. So 
given his perspective, and obviously this is a clear change of opin- 
ion of himself and probably a lot of other people out there, how 
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does that affect your view of the current Volcker Rule? Do you 
think maybe now we should be thinking about a more robust 
version as we are going through this process? 

Mr. Gensler. There is a lot in that question. 

Ms. PiNGREE. That is okay. I have 5 minutes. 

Mr. Chairman. And you tend to put a lot back in your answers. 

Mr. Gensler. I think we need common-sense rules of the road 
so that if a bank fails, there is a freedom to fail, that the taxpayers 
are not standing behind banks. I think that has got to be the heart 
of what we do in the derivatives regulations and otherwise in 
Dodd-Frank. I think in terms of the Volcker Rule, the approach 
Congress took is to lower some of the risk of this proprietary trad- 
ing but of course at the same time still permit very important mar- 
ket-making and risk-reducing hedging. It is probably one of the 
most challenging rules in front of regulators, how to prohibit pro- 
prietary trading but permit these important activities, market 
making and hedging. 

Ms. PiNGREE. I know you are going to give a longer answer but 
I am going to just interject for a second because this is part of my 
follow-up question. In previous hearings, we have heard some peo- 
ple question whether you can make the distinction between a hedge 
or a proprietary trade, so actually I was going to ask you a little 
deeper on that and maybe you could at the same point comment 
about how you define it, have we gone far enough. If certain other 
bankers are thinking it is still too confusing, are we going far 
enough? 

Mr. Gensler. I think it is a challenge for regulators. I think 
Congress was clear that you can hedge specific risk, whether it is 
a specific position or an aggregate position. Congress decided that. 
But I don’t think that Congress meant by that that it could just 
be, well, I am going to say this table here is a hedge. You see, I 
am just telling you this is a hedge and therefore it is hedge. It is 
hedging something. And it has to have reasonable relationship to 
the underlying positions, and I think that is the challenge. The 
JPMorgan Chase situation on credit derivatives and portfolio hedg- 
ing, we have to learn from that and think about that. When is port- 
folio hedging really related to specific risks and when is it some- 
thing that is mutating into just betting on the markets. 

Ms. PiNGREE. So are you imagining that portfolio hedging will 
somehow stay in the final rule? 

Mr. Gensler. Well, Congress already spoke to that, that it could 
be hedging aggregate risk of positions. My own experience when I 
was on Wall Street, that when you separate a hedge further and 
further from a trading desk and it has a separate profit-and-loss 
statement and separate managers, it tends to mutate into some- 
thing else, but if it is actually related to aggregate positions and 
has a reasonable correlation to that, for instance, it loses monies 
when the positions make money and it makes money when the po- 
sitions lose money, that probably tells you it is a real hedge. But 
otherwise it might be something else and Congress said let us 
lower that, let us prohibit that, in fact. 

Ms. PiNGREE. So I am not an expert in this field, but given how 
confusing that is, and if certain bankers are already saying it is 
confusing, why doesn’t it make us want to go back and look at the 
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Volcker Rule and say, “Well, let us just go back to keeping them 
completely separate.” Maybe it is not going far enough to have a 
really complex, difificult-to-enforce and difficult-to-understand rule, 
why not on the Volcker Rule do what Sandy Weill said, “After 
years of history now looking back, we ought to just break up the 
banks?” 

Mr. Gensler. I am not familiar exactly with what he said this 
morning, but of course, that is part of what Congress debated and 
can debate in the future. We would work with you in any way on 
that. 

The Chairman. If the gentlelady would yield? 

Ms. PiNGREE. Yes. 

The Chairman. I think you are referencing that traditional sepa- 
ration of the two that was put in place in the 1930s under Glass- 
Steagall. There is much discussion about that, yes. I yield back. 

Ms. PiNGREE. And for the record, I am in favor of Glass-Steagall 
and going back into that position, and you are right, I can’t para- 
phrase him or anyone else, but it seems to me given some of the 
confusion around the complex way we are trying to make them sep- 
arate but not, we should reinstate Glass-Steagall. Thank you. 

Mr. Gensler. I think the critical piece is that if any of these 
banks fail we not stand behind them. 

The Chairman. The gentlelady’s time has expired. The chair now 
recognizes the gentleman from Florida, Mr. Southerland, for 5 min- 
utes. 

Mr. Southerland. Thank you, Mr. Chairman, and Mr. Gensler, 
thank you for appearing before us today. 

I have a couple questions. I wanted to read a little bit of informa- 
tion from — this is PFGBest customer account agreement that they 
sent to all of their customers. It says “If your securities futures po- 
sitions are carried in a futures account, they must be segregated 
from the brokerage firm’s own funds and cannot be borrowed or 
otherwise used for the firm’s own purposes. If the funds are depos- 
ited with another entity, {e.g., a bank, a clearing broker or a clear- 
ing organization) that entity must acknowledge that the funds be- 
long to the customer and cannot be used to satisfy the firm’s debt,” 
and I would like, Mr. Chairman, to incorporate PFGBest Customer 
Account Agreement into the record. 

The Chairman. Seeing no objection, so ordered. 

[The information referred to is located on p. 110.] 

Mr. Southerland. So my question is, obviously there is proof 
that that was violated, I am curious, how do — why didn’t CFTC 
monitor segregated funds and secured accounts held by JPMorgan 
Chase, who obviously knows that rule. There didn’t seem to be a 
paper trail to prove that those funds were held in the account as 
they were supposed to be and that a proper usage of a withdrawal 
was proven before they released those funds. 

Mr. Gensler. If I understand the question, why wouldn’t a bank 
have done that? We are going to learn a lot more facts but there 
are a number of points of outside auditors, self-regulatory organiza- 
tions like the NFA auditing and, yes, even the CFTC doing some 
limited-scope reviews. Acknowledgement letters, you referred to ac- 
knowledgement letters, may have been forged here as well so that 
it looks like from Russ Wasendorfs own words and his note found 
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when he attempted to kill himself was that he was using 
PowerPoint to forge hank statements as well as some of these ac- 
knowledgement letters and confirmation letters. All of the points of 
protection — outside auditors, NFA, even our limited-scope re- 
views — did not find this. The system let down these investors. But 
I believe acknowledgement letters, confirmation letters, bank state- 
ments and custodial statements should be directly electronically 
available to the regulatory agencies. We are working with the NFA 
and the CME to try to get that in place shortly. 

Mr. Southerland. But it just seems to me that if JPMorgan 
Chase released these funds, they had a burden to confirm — and I 
understand what you are saying, that there were forged docu- 
ments, but oftentimes many of the American people sometimes feel 
that investigators, bureaucrats, and many times regulators couldn’t 
track an elephant in the snow, and when you look at this right 
here, I think that warrants their feelings. 

I want to say I know I am running out of time but I want to ask 
you this: Unlike stocks, future trades are not covered under the Se- 
curities Investor Protection Corporation, SIPC, which protects 
against losses from unauthorized transactions up to $500,000, or 
$250,000 limit for cash. Why shouldn’t these futures be covered by 
SIPC as insurance protection for really honest investors who in 
good faith have made those investments? 

Mr. Gensler. Well, that is a debate that has come about. Com- 
missioner Chilton, one of my fellow Commissioners, has rec- 
ommended it, and I know that you will be considering that. I would 
say there are costs and benefits, and what we need to do at the 
CFTC is not frankly wait for that but really put in place stronger 
protections around these accounts, even building on what we have 
already done because we have done a lot to put in place further 
protections as that debate goes on. 

Mr. Southerland. Well, and I think that right now we are doing 
forensics. It would be nice — you made reference to your grand- 
father — my mom raised me on plenty of anecdotes too and she al- 
ways said to me, an ounce of prevention is better than a pound of 
cure. I would encourage to look at how we can better protect our 
investors. 

And the last thing I would say. Mama also told me — and by the 
way, being a Member of Congress and the older I get, the more I 
realize my mom and dad were pretty smart — my mom would al- 
ways say, if you wallow with the hogs, you are going to get dirty, 
and might I suggest that we monitor the hogs that Mr. Wasendorf 
wallowed with? You might find some other dirty hogs. I yield back. 

The Chairman. The gentleman’s time has expired on that 
thought. The chair now recognizes the gentleman from Vermont for 
5 minutes, Mr. Welch. 

Mr. Welch. Thank you very much. 

Mr. Gensler, a couple of things. Number one, good job, and I do 
hope that we adequately fund you. Much is being expected, and if 
you are going to do what is required in order to maintain the credi- 
bility of the futures market — we are going to have gentlemen and 
women testifying after you who are using that market for the pur- 
poses for which it is intended — we have to give you the resources. 
So I support full funding for your efforts. 
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I want to ask you about derivatives and a little bit about what 
happened with JPMorgan Chase. One of your predecessors, James 
Stone from Massachusetts, wrote an article recently, and he point- 
ed out that JPMorgan had, as many banks do, a huge exposure of 
derivatives notional value contracts. In the case of JPMorgan, it is 
about $75 trillion. That is an enormous outsize risk. And the ques- 
tion that I asked myself and he asked as well: are there regulations 
really that we can constantly be cooking up that somehow keep up 
with the level of risk and the level of creativity in the derivatives 
markets, or is it time to make some requirement that there be 
some money on the table from the big banks when they are putting 
so much of their shareholder and depositor money at risk and 
where obviously it has implications for the economy? 

Just to go through a few of the things that he pointed out, the 
risk is disconnected, as you were saying earlier, from the actual 
trading desk. I don’t think that is true with folks who are going 
to be testifying next. There is a direct connection between what 
they are doing and how they are trying to offset that risk, and we 
support that. But where the three largest banks have 24,000 per- 
cent notional value risk compared to their assets, any deviation in 
their risk model where there may be a black swan, as they call it, 
where there may be a geopolitical event, Vio of 1 percent is going 
to have a big exposure. 

Now, rather than doing all these rules and regulations, we are 
having fights about it that get reflected in our squeezing your 
budget because we can’t come to some understanding, one of the 
things that Mr. Stone recommended is that those banks or those 
derivative players would have to put down Vio of 1 percent to offset 
that risk, and it means that the taxpayers may not be exposed. 
Seventy-five trillion dollars of notional value would be $75 billion 
in cash money that would be a factor that would reduce that 
counterparty risk, reduce the trading volumes and bring us back to 
what had been historically the purpose of the futures market and 
hedging, which is to offset. 

So rather than all this complicated regulation where I am start- 
ing to get to the view that my colleague here from Maine had that 
some of these institutions are too big to fail, they are too big to reg- 
ulate as well, what would be your position about requiring that 
there be some exposure with a Vio of 1 percent just for discussion 
purposes on these derivatives contracts? 

Mr. Gensler. I actually think that is what Congress did in the 
Dodd-Frank Act by saying that the standard derivatives have to 
come into a clearinghouse, so clearinghouses collect margin, and 
that the non-standard contracts the banks have to collect margin, 
not on the non-financials, the end-users are out of this, but for the 
90-1- percent of the market that is insurance companies and banks 
and hedge funds, that they have to put up margin at the clearing- 
houses, put up margin. If they fail, that is money in the game, skin 
in the game that they can unwind that position and hopefully the 
taxpayers, the clearinghouse is not held to account. It is the 
JPMorgan that would lose in that circumstance. And so you did 
that actually. The question is whether, you might say, is it enough. 

Mr. Welch. And in your view, is it? 
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Mr. Gensler. Well, I think that we put out very strong rules 
about the amount of margin that has to be at the clearinghouses. 
We haven’t finalized the rule on the margin for the uncleared 
swaps. We are working internationally. We don’t want to do it 
ahead of Europe. This is one where we want to time this with Eu- 
rope around the end of this year or the first quarter of 2013. But 
yes, you should hold us accountable that there is enough in the 
uncleared swaps because you wouldn’t want risk to go there inad- 
vertently. 

Mr. Welch. Thank you. 

The Chairman. The gentleman’s time has expired. The chair now 
recognizes the gentleman from Illinois, Mr. Hultgren, for 5 min- 
utes. 

Mr. Hultgren. Thank you, Mr. Chairman. 

Thank you. Chairman Gensler, for being with us today. A couple 
questions. Yesterday, CFTC published an initial list of swaps pro- 
posed to be subject to the clearing mandate. It appears that Europe 
will not be prepared to have any such clearing mandate in effect 
until 2013. What is the expected timing in Asia for an enforceable 
mandate clearing requirement? 

Mr. Gensler. Japan is a little ahead of us actually. They were 
targeting November of this year to have their mandate in place. 
Hong Kong and Singapore will be later, though, so Japan is a little 
ahead of us, Hong Kong and Singapore later. 

Mr. Hultgren. What effect do you expect the timing of these 
mandates will have since they are not coordinated? 

Mr. Gensler. Well, I think that it will lower the risk to the 
American public, and that is what we have been chatting about 
here, but it would only be a mandate on transactions that have a 
direct and significant effect on U.S. commerce or activity, so it is 
with U.S. persons. We phased in compliance. We said for 1 year, 
for instance, even if you are a large American bank and you oper- 
ating out of Frankfurt and you are operating with some German 
insurance company, that mandate doesn’t apply there. It is back to 
U.S. persons and direct and significant effect back here in the 
United States. 

Mr. Hultgren. Let me ask you briefly just about some of the 
cross-border guidance proposal that CFTC put together to inform 
market participants and end-users about the extent of overseas 
reach of U.S. derivatives regulations. I wondered why the CFTC 
chose to address this important issue via guidance rather than 
through a formal rulemaking. My concern is, by doing so, you es- 
sentially avoid cost-benefit requirements associated with a formal 
rulemaking. Did you take into account the cost of imposing and en- 
forcing CFTC rules overseas? 

Mr. Gensler. To your last point, the cost of not putting them in 
place is another crisis. Risk comes back to our shores and the jobs 
are overseas. I mean, let me just talk about American jobs. They 
will move to London, they will move elsewhere where somebody 
thinks the regulation is lighter. Having worked at a large invest- 
ment bank with hundreds of legal entities, you just pop another 
legal entity somewhere across the globe but the risk still comes 
back here in a crisis, so we did consider that. The reason we did 
interpretation is because there are legal words in the statute that 
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a lot of people said can you interpret them, section 722(d), and so 
we are trying to interpret them but maintain some flexibility as 
well because each legal entity is going to have different facts and 
circumstances. 

Mr. Hultgren. Under Dodd-Frank, Congress required CFTC and 
SEC to jointly adopt foundational derivative rules such as those de- 
fining swap and swap dealer. Clearly, Congress expressed its intent 
that the rules governing the scope of the entities and products sub- 
ject to Title VII should be defined by those two regulators in con- 
cert. In my view, the cross-border guidance is effectively part of 
that swap and swap dealer definitional rules. You can’t know what 
a swap or swap dealer is without clearly understanding how cross- 
border issues are impacted, can you? 

Mr. Gensler. I think you can, sir, with all respect, and also as 
it relates to the SEC, there is no parallel section to 722(d) on the 
SEC side. There would be no way frankly for us to do a joint inter- 
pretation when they don’t have it in their statute and we do in the 
Commodities Exchange Act. So I think that we have coordinated 
very well with the SEC and gotten those joint rules behind us. On 
cross-border application, we are coordinating but, frankly, there is 
a different statutory framework to interpret. 

Mr. Hultgren. Well, I disagree. I think there is still significant 
amount of misunderstanding over those definitions. There is clear 
fear over it. It is paralyzing many entities. 

Switching gears a little bit, I come from Illinois. I have large 
electric co-ops, also large electric companies there in Illinois, and 
there have been some very serious concerns on those entities of 
what the impact of the definition of swap dealer and swaps will be 
on that. Why did the Commission appropriately raise the proposed 
overall de minimis level from $100 million to $3 billion but didn’t 
raise the level for special entities such as public power companies 
and other utilities? 

Mr. Gensler. Because we put it out to public comment. We re- 
ceived a lot of comments with regard to the overall level. We didn’t 
get comments — there was one small comment — comments on spe- 
cial entities. Just to refresh, Dodd-Frank said that if somebody was 
dealing with a municipal or a pension fund, they had to have addi- 
tional sales practice and treat them as — Congress called it — special 
entities. So we had a more narrow definition there. But we have 
worked very well with the rural electric cooperatives and the mu- 
nicipal power companies. They have a petition in front of us. We 
have that in front of our Commissioners to hopefully in the next 
few weeks or months put that out to public comment for an exemp- 
tion for the municipal power companies dealing with what is called 
201(D rural electric cooperatives. 

Mr. Hultgren. Just a quick follow-up on that. My question real- 
ly is, my understanding with Dodd-Frank was recognition of 
threats to market really in response to the financial crisis. I would 
just ask what role power companies had in creating the financial 
crisis. 

Mr. Gensler. We are working with the municipal power compa- 
nies and the rural electric cooperatives to have an exemption for 
them, and we worked through that swap definition so that many, 
many electricity contracts that they had concerns with were ad- 
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dressed. I know the Edison Electric Institute put out some com- 
ments about what we had done. They continue to come in on very 
important but narrow issues, and we are going to continue to work 
with them on that, but I don’t think that the municipals and the 
rural electric co-ops and so forth are going to become swap dealers 
and so forth. 

The Chairman. The gentleman’s time has expired. 

Mr. Hultgren. Thanks, Mr. Chairman. 

The Chairman. The chair now recognizes the gentlelady from 
Ohio, Ms. Fudge, for 5 minutes. 

Ms. Fudge. Thank you very much, Mr. Chairman, and thank 
you. Chairman Gensler, for being here today. 

I just really have two questions. The first one is, in your testi- 
mony, you assert the need for increased appropriations for CFTC 
in order to allow it to better serve the American people by pro- 
viding sufficient oversight. In light of the need for greater oversight 
and of course recent events as well, do you believe that the private 
regulator NFA is really up to the task or do you believe that the 
American people would be better served by having one centralized 
Federal regulator? 

Mr. Gensler. Well, this is embedded in our oversight for dec- 
ades, this system of front-line regulators and then the Federal reg- 
ulator overseeing this front-line regulator. So we are taking a deep 
dive and looking very closely at how to enhance this system. 
Frankly, we don’t have the resources. I mean, this is not just dec- 
ades old for other reasons but we don’t have those resources. 

Ms. Fudge. Right. If you had the resources, my point is, does it 
work the way it is? Do you have the confidence in the private regu- 
lator that you should have? 

Mr. Gensler. We are doing everything to enhance it. We have 
worked closely with the self-regulatory organizations that you will 
hear from in the next panel to enhance it. I think in this cir- 
cumstances of Peregrine and as evidenced, it did not serve the ben- 
efit of these people. But the reality is, this has been here for dec- 
ades. It is enshrined in statute. 

Ms. Fudge. That is not my question. 

Mr. Gensler. I know. I respect that the challenges of this self- 
regulatory organization or Federal regulators is going to be similar. 
My answer is, whether it is at a self-regulatory organization or at 
the Federal regulator, we need to make sure that we have windows 
directly into these accounts, that we have enough enforcement and 
a culture of enforcement between them and ourselves. I think it 
can work either way, by the way. I think it is can work either way 
but this is what has been enshrined for decades. 

Ms. Fudge. Well, since you don’t want to give me a direct an- 
swer, we will go to the next question. 

And this has been talked about, people have touched on it today, 
but I mean, certainly we understand that the public needs some 
real protection and some certainty. And people have asked you 
about timelines. Could you please discuss the timelines for com- 
pleting the rulemaking under Dodd-Frank? 

Mr. Gensler. We have been at this about 2 years and we have 
just under 20 proposals that are out but haven’t been finalized. I 
think the bulk of them, not all of them, will be finalized by Decern- 
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ber 31st. There are some we have chosen to wait like the inter- 
national margining regime to line up with other regulators. The 
timeline beyond that is, we will still continue to phase compliance 
well into 2013 in terms of bringing people in because markets need 
time to adjust and to lower the burden and let this come into place. 

Ms. Fudge. Thank you very much, Mr. Chairman. I yield back. 

The Chairman. The gentlelady yields back the balance of her 
time. The chair now recognizes the gentleman who represents most 
of the great State of Kansas, Mr. Huelskamp, for 5 minutes. 

Mr. Huelskamp. Thank you, Mr. Chairman, and Chairman 
Gensler, thank you for joining us here today. I would like to direct 
some questions to the Peregrine incident. How many years was 
wrongdoing occurring there based on information you have? 

Mr. Gensler. I am sorry. This is Peregrine? 

Mr. Huelskamp. Yes. 

Mr. Gensler. We are still trying to develop the facts. His note 
that he left when he attempted to take his life said that it had 
been for quite some time, maybe up to 20 years, but we do not have 
independently verifiable data to say that. In some cases, banks and 
others only have records for 7 years. So it may well be that we 
won’t know the answer to that with certainty, but his note says 
maybe up to 20 years. 

Mr. Huelskamp. And during those 20 years, how many times 
was that company audited or reviewed by your entity? 

Mr. Gensler. It would have been audited by outside folks every 
year and the NFA every 9 to 15 months. The CFTC, as I laid out 
in the written testimony, conducted a number of limited-scope re- 
views in the 1990s that led to an enforcement action in 2000 where 
Peregrine had to bring others in — PricewaterhouseCoopers. We also 
in 2007 and 2008 did some limited-scope reviews on matters that 
are outlined and then one more in 2010 on anti-money laundering. 
These limited-scope reviews are not audits in the full sense of the 
word but we look at papers and specific issues that have come to 
our attention. 

Mr. Huelskamp. Did you ever call the bank to verify the account 
balances that apparently this CEO was falsifying and submitting 
for your reviews? 

Mr. Gensler. Though I am not aware of all the details in all of 
these reports over the years that CFTC might have done, the first- 
line auditors would have been the CPAs and the National Futures 
Association, but I am not aware of any calls to the bank, U.S. Bank 
or Harris Bank or the other banks, but it may have occurred. 

Mr. Huelskamp. And you mentioned PricewaterhouseCoopers. 
Certainly they would have verified the account balances, would 
they have not? I mean, you directed them as part of a finding to 
find some outside help for this issue. 

Mr. Gensler. Under the rules of the CFTC, written enforceable 
rules, the yearly CPA has to use Generally Accepted Auditing 
Standards, and as I understand it, those auditing standards do re- 
quire what you just said about the confirmations of assets, custo- 
dial arrangements in banks. 

Mr. Huelskamp. So if it was 20 years, if the suicide note was ap- 
parently the basis for your charges and been occurring for 20 years. 
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then this outside entity that in 2000 actually should have looked 
at those records as well? 

Mr. Gensler. Again, there are a lot of facts we are going to learn 
but I think that you are correct, sir, that outside auditors and even 
in the audit routines of the National Futures Association is to con- 
firm key balances. 

Mr. Huelskamp. On January 25th, Mr. Chairman, you have a 
press release still on your website, CFTC Releases Results of Lim- 
ited Reviews of Futures Commission Merchants. That review did in- 
clude this firm in question? 

Mr. Gensler. Yes, it was reviewed by the NFA as part of that 
limited-scope review. 

Mr. Huelskamp. And what was the role of the Commission in 
the review? 

Mr. Gensler. We looked at the top, I want to say 10 or 12 larg- 
est futures commission merchants and then the Chicago Mercantile 
Exchange took the next group and then NFA took their direct regu- 
lated entities. 

Mr. Huelskamp. So the CFTC didn’t review the entity in ques- 
tion here, it was NFA? 

Mr. Gensler. No. The last time we did a limited-scope review 
was on anti-money laundering. It was maybe a year and a half ago 
at Peregrine. 

Mr. Huelskamp. Obviously, Mr. Chairman, with the $1.6 billion 
lost through MF Global and the uncertainty out there, why would 
you put anything out to the public assuring them that — and this 
was assurance to the marketplace and that is how it was treated — 
if you hadn’t done the work and again we are relying on outside 
groups to determine the effectiveness of your regulatory system? 

Mr. Gensler. Sir, I will even go further. This was an attempt 
to deceive the regulators and the public for what may have been 
many years. The deception would have continued all the way until 
July of this year throughout this period of late last year, and I be- 
lieve that we need to do more and we need to do better, but this 
was an outright fraud, forged bank statements, forged — so even 
this would have occurred in November or December when the NFA 
took their limited review at that point. 

Mr. Huelskamp. And I appreciate that. Thank you, Mr. Chair- 
man. I find it troubling that we would put this type of assurance 
out, screwed up in MF Global, screwed up on this entity and then 
here we are telling the marketplace in January and then find out 
later at the various time this assurance was given that we had 
these problems still out there. I have constituents that lost funds 
in both entities through a massive failure, and so I appreciate the 
answers, Mr. Chairman. I look forward to your further research. I 
yield back. 

The Chairman. The gentleman’s time has expired. The chair now 
recognizes the gentleman from Connecticut, Mr. Courtney, for 5 
minutes. 

Mr. Courtney. Thank you, Mr. Chairman, and first of all, I just 
want to join my friend, Mr. Conaway, in complimenting the work 
that CFTC did in the Barclays case. Again, just for the record, the 
U.S. Treasury is collecting $160 million in fines from Barclays as 
a result of that enforcement action. Isn’t that the 
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Mr. Gensler. It is actually $360 million, because it would be 
$200 million in our action and $160 million in the Department of 
Justice. 

Mr. Courtney. Great. So again, just sort of going back to your 
point about resources and CFTC’s total budget cost to the taxpayer, 
again, the President’s submission this year was for a budget of 
about $300 million. Is that correct? 

Mr. Gensler. That is correct. 

Mr. Courtney. Obviously we don’t want you to be in the position 
of, to use another metaphor today, of a police officer writing speed- 
ing tickets to pay for his budget, but the fact of the matter is, is 
that having an adequately financed CFTC will in fact result in ben- 
efit to the taxpayer through enforcement actions that in some in- 
stances collect fines but also hopefully regulate behavior that is 
going to be a benefit to consumers and small businesses. 

Mr. Gensler. I think we are a good investment to the American 
public because markets will work better, end-users will get a better 
deal in these sophisticated markets, and you are right, occasionally 
there will be large enforcement fines but we have to knock on every 
door that the Chairman said we have to knock on. 

Mr. Courtney. And to follow up on Mr. Huelskamp’s questions, 
I mean, the fact is, is that the situation at Peregrine, in my opin- 
ion, really demonstrates the weaknesses that existed pre-Dodd- 
Frank in terms of your ability to detect outright cases of fraud and 
deception. One of the rules that you have just promulgated, which 
is in your testimony, is that you are actually beefing up CFTC’s 
ability to crack down on actual cases of deception by having whis- 
tleblower authority, which obviously didn’t exist years ago when 
the Peregrine situation was unfolding. We can never know whether 
or not that would have flushed it out, but the fact is, is that when 
there are these outright cases of deception, having these more ro- 
bust authorities through Dodd-Frank is actually going to help de- 
tect actual cases of fraud and deceit. Isn’t that correct? 

Mr. Gensler. I think that is correct. You have also enhanced the 
anti-manipulation rules. We now have gone to a recklessness 
standard from intent-based. It would be easier to pursue cases 
around benchmark interest rates like LIBOR, so you have en- 
hanced a lot. 

Mr. Courtney. And again, one of the other metaphors that you 
heard from my friend, Mr. Southerland, was that an ounce of pre- 
vention is worth a pound of cure. I mean, in fact, that is exactly 
what CFTC is doing by again sort of creating a new regulatory 
structure which you described in your opening comments so that 
we don’t again end up in situations like 2008 or MF Global, etc. I 
mean, that is exactly what you are trying to accomplish, isn’t it, 
with the regulations? 

Mr. Gensler. That is true, but I would say we are never going 
to repeal human nature. We bring about 100 enforcement cases a 
year. We have Ponzi cases and we will be having Ponzi cases for 
decades to come, unfortunately. This Peregrine situation while 
technically not a Ponzi case has all of the sort of indicia of a simi- 
lar fraud where somebody has deceived their customer base and 
stolen. 
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Mr. Courtney. Right. And last, in terms of the Dodd-Frank posi- 
tion limits regulations which I usually ask you about every time 
you visit us, again, we are now sort of moving towards actually a 
launch date. Isn’t that correct, in terms of the position limit rules 
going into effect? 

Mr. Gensler. That is correct. Two months after this joint defini- 
tion of the word swap is in the Federal Register, swap-month posi- 
tions limits will be effective for 28 commodities for swaps and fu- 
tures, so sometime in October most likely. 

Mr. Courtney. Well, I just want to say, Mr. Chairman, for the 
record, that there are a lot of small businesses, particularly people 
who are end-users in the energy sector, certainly in my state, who 
are looking forward to that date with great anticipation and happi- 
ness. Hopefully this measure which is moving forward in the House 
this week to freeze all regulations in its track, a chainsaw through- 
out the whole government, won’t move forward because even 
though the stated purpose of that bill is to protect small busi- 
nesses, the fact of the matter is, it is the end-users who rely on the 
futures market for energy who would be hurt by freezing that regu- 
lation from going into effect. 

And with that, I would yield back, Mr. Chairman. 

The Chairman. The gentleman yields back. The chair now recog- 
nizes the gentlelady from Ohio, Mrs. Schmidt, for 5 minutes. 

Mrs. Schmidt. Thank you. Thank you very much. 

Mr. Chairman, I believe your core mission is oversight and en- 
forcement and yet since you have been Chairman, two of the larg- 
est failures in future brokers have occurred under your watch, and 
listening to your testimony today, I mean, you told the gentleman 
from Colorado that you should be held accountable. That was your 
words. You told the gentleman from Florida that now you are going 
to be looking at electronic transactions to make sure that what is 
said to be put in a bank should be put in a bank. And I am a little 
confused because it was under your watch that these systems failed 
and shouldn’t you have been doing that all along? I believe the 
buck stops with you. We can continue to put out more regulations 
but if you are not being the watchdog, then the systems are going 
to continue to be hurt. So I am just asking you, how did this occur 
under your watch? 

Mr. Gensler. The CFTC is very vigilant, but as you may be 
aware, the front-line regulation, the front-line examination function 
of intermediaries in these markets is with the National Futures As- 
sociation or the Chicago Mercantile Exchange or other self-regu- 
latory organizations. That is enshrined in statute. So we oversee 
the self-regulatory organizations. We have done a great deal to en- 
hance the investment of customer funds and protections around 
that, sometimes even criticized that we were doing things that 
weren’t in Dodd-Frank like saying we can no longer have what was 
called in-house repurchase agreements, taking customer money and 
lending it to others. 

But this situation here shows that we need to change the rules 
of how firms are audited and the direct electronic access to these 
accounts. This was deception, this was fraud, and that will occur 
from time to time, but I am agreeing with you that we need to do 
all we can do to protect the customers. 
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Mrs. Schmidt. But you are relying on outside firms, the NFA, 
your last limited-scope review, you used their findings, and yet you 
look at certain things in the past that have occurred that should 
have put up red flags. If you are the watchdog, then mayhe you 
should do your own internal investigation a little more diligently. 
I am looking at a lot of people who have lost money and this isn’t 
the first time that we have had this discussion in this room, and 
all I hear is, we need more regulation, more rules, more authority. 
I am not seeing you or your organization doing its core mission 
right now, which is oversight and enforcement, and I am not sure 
any more rules are going to allow you to do the joh better. 

So I am asking you, doesn’t the buck stop with you and where 
is your leadership in this? I mean, are you spending so much time 
in rules and regulations that you don’t have time to look at these 
audits and see if they are true and effective at what they are stat- 
ing? 

Mr. Gensler. With all respect, we brought more enforcement ac- 
tions last year than any time in the history of this agency: 99. We 
have stepped up our enforcement of segregated accounts where for 
7 years there hadn’t been a case and then under the last 3 
years 

Mrs. Schmidt. But you had two of the largest failures in futures 
brokers under your watch. 

Mr. Gensler. I understand. 

Mrs. Schmidt. So regardless of everything else that you did, the 
big boys you didn’t look at. 

Mr. Gensler. And we have restructured and hired new leader- 
ship in our examination and our intermediary oversight functions 
but yes, we need to do more. This Peregrine situation was direct 
deception. We have done a great deal, but I am agreeing with 
you 

Mrs. Schmidt. But you did limited-scope reviews. Shouldn’t you 
have done a little bit more? I mean, they had a red flag a few years 
ago. Shouldn’t you have continually watched them to make sure 
that they were being good players in this and not just using a little 
checkmark and moving on? 

Mr. Gensler. With all due respect, with the funding we have, we 
are so limited in resources. I have been in front of this Committee 
over and over again so I am just going to say, we relied for decades 
on self-regulatory organizations as a front 

Mrs. Schmidt. You relied on somebody else instead of your — I 
am sorry. I yield back. 

The Chairman. The gentlelady yields back the balance of her 
time. The chair now recognizes the gentleman from California, Mr. 
Costa, for 5 minutes. 

Mr. Costa. Thank you very much, Mr. Chairman. 

I think the conversation that we have had here today really re- 
volves around a transition that is taking place post-Dodd-Frank. I 
am one of those that believes that as we are going through this 
transition, formulation of the rulemaking, the timelines that you 
started to explain in some of the questioning that progress has 
been made. You have been asked the question in a number of dif- 
ferent ways. I think you just stated it in response to the last ques- 
tion. But do you really believe you have enough resources at this 
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point in time to perform the role of risk assessment and risk man- 
agement and enforcement that is necessary as the Commission? 

Mr. Gensler. No, we don’t have enough to oversee the futures 
market that has grown five-fold since the 1990s and we are only 
ten percent larger than 20 years ago, and we don’t have enough to 
ensure that we can oversee the swaps marketplace that is eight 
times larger. 

Mr. Costa. What would you anticipate you would need in terms 
of resources to address the question that was just asked by the 
Congresswoman to provide the level of scrutiny and enforcement 
necessary to avoid these kinds of frauds? 

Mr. Gensler. With all due respect to the question, though the 
President’s budget is $308 million, which is about $100 million 
than we are currently funded at. Congress in statute in 2000 said 
we were to rely on self-regulatory organizations. If we were to be 
the front-line regulator to actually do the audits, that is not in the 
President’s budget and it is not what I am recommending here 
today. I mean, we have a self-regulatory system. What we need to 
do is ensure that the CFTC examines those self-regulatory func- 
tions better, that we do what we do and what Congress has di- 
rected us to do better in examining them and making sure that the 
system works for the American public. 

Mr. Costa. Do you anticipate being able to coordinate resources 
with clearinghouses? You are talking about the timelines in Japan, 
the timelines in Hong Kong, and the timelines for implementation 
in Europe with those other clearinghouses to try to provide a 
worldwide regulatory framework. 

Mr. Gensler. I think we are coordinating well but we have dif- 
ferent politics and different cultures so there will be different 
timelines. In some countries, they might be significantly later than 
us but I am encouraged by Europe and Japan and Canada. 

Mr. Costa. For your discussion of those timelines, could you pro- 
vide the Committee, because you talked about you are almost at 
the rulemaking now, what you see the timelines out for the next 
2 years? Would that be possible? 

Mr. Gensler. I am sorry. Did you say for the next 

Mr. Costa. Two years. 

Mr. Gensler. Two years? I think we can provide something to 
you in terms of the rules that are already finalized when there are 
compliance dates and then second, when we 

Mr. Costa. Mr. Chairman, I would like that provided to the 
Committee so that we can all have a better understanding of that. 

[The information referred to is located on p. 105.] 

Mr. Costa. I want to understand the context that you made this 
statement. I thought I heard you say earlier in response to ques- 
tioning that you would support letting the banks fail. I suspect we 
are talking about including those banks that are too large to fail? 

Mr. Gensler. I think a corner grocery store in America can fail, 
a farmer can fail. I mean, it is about risk and innovation. 

Mr. Costa. But you don’t believe there is such concept of too 
large to fail? 

Mr. Gensler. I think that we are better if there is a freedom to 
fail in our economy, and then 

Mr. Costa. So what is your definition of moral hazard? 
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Mr. Gensler. If the markets believe that an institution will be 
backed by its government and that it is able to borrow at lower 
rates, it distorts markets. 

Mr. Costa. I have a local question, because my time is running 
out here. Do you recall the discussion we had earlier this year on 
several investor-owned utilities in California and California’s regu- 
latory environment, concerns that I expressed and some of my col- 
leagues that the state’s energy providers could inadvertently be 
swept up in the swap-dealer definition? We understand that you 
and the Commissioners have been working on this, with the stake- 
holders to provide a clarity needed to ensure that they and ulti- 
mately California ratepayers are not penalized. Can you give me a 
quick update on where you are on that? 

Mr. Gensler. I think we did well in the swap and swap-dealer 
definition. It may have also been some issues about the environ- 
mental-rights contracts that we specifically addressed in the swap 
definition. The last important piece of business is that we have in 
front of us a petition from last month from the municipal electric 
co-ops and the rural electric co-ops for an exemption, and that doc- 
ument is in front of Commissioners and I am hoping that we will 
put it out for a short comment period in the next month or so. 

Mr. Costa. If I might, Mr. Chairman, my time has run out, but 
pertinent to this question, there is a timeline issue, the next 60 
days, I understand, to comply with the documentation on that. Is 
there any flexibility in that 60 day timeline period? 

Mr. Gensler. I am sorry. For 

Mr. Costa. To comply with information requests from real swap 
dealers and major participants while they are trying to implement 
their own compliance with the changes that you have made for 
these public- and investment-owned utilities. 

Mr. Gensler. Maybe we can follow up afterwards because I am 
not sure I — the question about the municipal co-op and so forth, we 
are going to be putting out hopefully very shortly to get public com- 
ment. They are not swap dealers, from what I understand, so I 
don’t think they are going to 

Mr. Costa. No. Well, I don’t believe they are either, but as I un- 
derstand it, in response to the earlier efforts that the Commission 
provided to work out this distinction because we don’t believe they 
are swap dealers. But you have to comply in the case of California 
with the state’s regulatory regime that they come in compliance, 
but they expressed to us that they had a concern about the 
timeline that you had provided for them. 

Mr. Gensler. I look forward to following up with your office to 
better understand that. 

Mr. Costa. Okay. Thank you, Mr. Chairman. 

The Chairman. The gentleman’s time has expired. The chair now 
turns to the gentleman from Pennsylvania, Mr. Thompson, for 5 
minutes. 

Mr. Thompson. Thank you. Chairman. 

Chairman, thanks for being here and addressing these important 
issues. I have just two questions for you, pretty diverse questions, 
though, but both relate to the Dodd-Frank rulemaking but goes 
from impact on individual farmers and then also our market’s ac- 
cess to other markets. 
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So let me start with the local one first with farmers. You know, 
obviously many in rural America are concerned with the CFTC’s 
requirement that telephone conversations with farmers about for- 
ward cash contracts need to be recorded and the records kept for 
5 years. It seems like regulatory overkill really, at its finest. Can 
you give us any assistance — any assurance — I am sorry — that this 
is not the Commission’s intention? 

Mr. Gensler. It is not, but this was included in a conforming 
rule where members of contract markets needed to record their 
conversation, and we have gotten a lot of comments and we are 
looking at how to dial that back in any final rule so that it is really 
just about that member and what they are doing directly on the 
exchange and so forth. 

Mr. Thompson. Well, I appreciate you looking at that and I ap- 
preciate your desire to stay with the original intention and dialing 
back on that. 

And then the opposite end, more about world market access. Mr. 
Chairman, you have repeatedly assured the Committee that CFTC 
has fully coordinated with international regulators but then we 
read letters from foreign regulators threatening to ban their coun- 
try’s firm from our marketing, and I have a copy of a letter from 
a Swiss regulator, the Swiss Financial Market Supervisor Author- 
ity, FINMA, and also in addition an op-ed in the Financial Times 
written by your European counterpart that seems to indicate that 
anything but coordination is happening. If the CFTC was really co- 
ordinating with international regulators, one would assume that 
they would not have to resort to writing opinion editorials in the 
newspaper to get your attention. 

Now, because our financial reform was so far ahead of the rest 
of the world, how can we at this point, how can you assure this 
Committee that the markets of the United States are not going to 
suffer due to the lack of international coordination, especially since 
it appears most of the rest of the world is playing catch-up. 

Mr. Gensler. They have made very good progress. I had a very 
good conversation with the author of the letter from Switzerland 
yesterday, and Michel Barnier, who wrote the opinion piece, and I 
have had a very good relationship and continue to even though he 
expressed his views in an opinion piece, as you say. What we are 
trying to ensure on the cross-border side is that risks booked off- 
shore don’t come crashing back to our taxpayers here. That is real- 
ly what — and that is the interpretation of direct and significant. 

With regard to the Swiss situation, they have a situation and 
France has something similar about secrecy laws. You are probably 
familiar with Switzerland and the banking system and so they 
have a set of issues as to how their banks can provide risk trans- 
actions to somebody in your home state or in any state in America 
and report that information to a data repository. That is kind of 
the core issue that he and I were talking about yesterday about 
their secrecy laws. It is not an easy issue but it has to do with a 
number of countries, particularly Switzerland and France. 

Mr. Thompson. Thank you. Chairman. 

Mr. Chairman, I yield back. 
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The Chairman. The gentleman yields back the balance of his 
time. The chair with great enthusiasm now recognizes the gen- 
tleman from Georgia. 

Mr. David Scott of Georgia. Thank you, Mr. Chairman. 

Mr. Chairman, let me ask you this. I certainly appreciate your 
stated desire to increase capital efficiency through portfolio mar- 
gining, particularly in the credit default swaps market, and cer- 
tainly appreciate your work with Chairman Schapiro and the SEC 
on an agreement in this area. It is my understanding that some 
progress has been made but there are some significant issues that 
remain. I am particularly concerned that the lack of a regulatory 
solution will likely prevent clearing among credit default swap cus- 
tomers and that would occur if portfolio margining benefits were of- 
fered. 

Now, your agency and the other agency staff has worked on this 
for well over a year now. So Mr. Chairman, enough time certainly 
has been spent to understand this issue, and what I suspect is 
needed in this case for you and the other Commissioners including 
Chairwoman Schapiro of the SEC is to send a message that this 
issue needs to be resolved so that broad-based clearing of credit de- 
fault swaps will go forward as Congress intended so that the tax- 
payers will be protected. Now, can I get your commitment that you 
will provide this leadership, Mr. Chairman? 

Mr. Gensler. I support portfolio margining between securities- 
based swaps, which are called single-name credit default swaps, 
and broad-based credit default swap indices, and there has been a 
petition in front of us with regard to that. I am supportive. It has 
a challenge at the Securities and Exchange Commission. It takes 
two sets of agencies to come together. We have made great progress 
on other things, joint rules, defining swaps and other things. This 
one, as you have rightly noted, is not over the line yet but I am 
supportive of portfolio margining. 

Mr. David Scott of Georgia. So you have been at it for a year 
now. I mean, the problem is that patience is wearing thin. How 
much longer do we have to wait and why can’t we — what is the 
problem here? What is the holdup? 

Mr. Gensler. The Securities and Exchange Commission ap- 
proach to this is different than the petitioner. The petitioner is 
IntercontinentalExchange in front of our two Commissions. They 
have a different approach to it, so it has to be worked through be- 
tween the SEC and the ICE on these matters to see how to close 
that gap. 

Mr. David Scott of Georgia. Can you give us an estimate of 
about how much longer this would take? 

Mr. Gensler. I don’t know because I am sorry to say that when 
it comes to portfolio margining and the markets, the margining re- 
gimes for futures and securities are quite different, and we could 
be very supportive at the CFTC but it needs both agencies. 

Mr. David Scott of Georgia. Let me ask you something else. I 
am struggling to understand why we continue to support this SRO 
model of regulation when we seem to have one large-scale process 
failure after another, whether it is Madoff or Stanford or ME Glob- 
al or recently PFGBest, but my constituents, I tell you, back in 
Georgia are screaming for change. Our farmers are screaming for 
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change. The people of America are sick and tired of seeing their 
livelihoods put at risk by greedy malefactors who are enabled by 
a system that seems to be little more than a good old boy network. 
We have seen it time and time again. What on Earth do you all 
say to them? What do you say to America when it is situation after 
situation after situation? 

Mr. Gensler. Well, I say the system in 2008 revealed it as well. 
The financial system needs common-sense rules of the road and we 
need to do more on customer protection. We have done a lot. We 
have restructured. We have put in place new rules. We have 
brought significantly more enforcement actions but even this case 
at Peregrine highlights that we have to take a very close look at 
the self-regulatory organizations and the CFTC, be self-reflective 
and where we have to change, change appropriately. 

Mr. David Scott of Georgia. Well, is there any value left in this 
self-regulatory organization model? 

Mr. Gensler. Well, we have had it for decades and it served the 
nation in many tough market environments, so what we are fo- 
cused on is how to improve it, not to uproot the whole thing but 
to change it and enhance it. 

Mr. David Scott of Georgia. Thank you, Mr. Chairman. I yield 
back. 

The Chairman. The gentleman’s time has expired. 

The chair now recognizes the gentleman from Iowa, Mr. King, for 
5 minutes. 

Mr. King. Thank you, Mr. Chairman. 

I thank you. Chairman Gensler, for your testimony today. I 
spend part of my time over in the Judiciary Committee where we 
get some of the Cabinet Members testifying, and they don’t come 
forward with the intent to try to inform the Committee as openly 
as you do. I know we have disagreements but I do believe your tes- 
timony has been directed at informing us with the best answers 
you can deliver in a truthful fashion. 

So I have a couple of things I would like to ask you to clarify, 
and that is, I was only half listening when one of the other Mem- 
bers of the Committee made a comment, and I just heard your re- 
sponse that this was an outright fraud, and I wasn’t clear whether 
that was Peregrine or ME Global or Corzine or Barclays, whom 
that might be. Could you clarify that for me, please? 

Mr. Gensler. I thank you for the compliment. I think I was ref- 
erencing Peregrine, but I would say on the LIBOR situation and 
Barclays, they have settled and that was false reporting under our 
Act, which some people would use the broader circumstance in 
question. It is not right to lie about such an important rate. 

Mr. King. So I will write faZse reporting and lying. Is that not 
also the definition of fraud? 

Mr. Gensler. Because I am not a lawyer, I am just going to be 
careful, but what we actually settled on is attempted manipulation 
and false reporting, but for your constituents and for my mom, I 
think they would see it about the same way as lying. 

Mr. King. I do agree with that, and again, as I listened to your 
testimony, when you said we need to change the way these firms 
are audited and have direct electronic access to these accounts, 
hasn’t history pretty much shown us that regulation once it is es- 
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tablished, the people that are intending to circumvent it, whether 
it is deception, lying or outright fraud, have found a way around 
regulation throughout history? 

Mr. Gensler. I think human nature shows that, so we have to 
stay abreast of it, and when we enhance this in the next few 
months, there might be another fraudster in 2014 or 2017 that will 
find another way to test the system. 

Mr. King. I would think sometimes about the history of warfare. 
When someone invents an offensive weapon, someone else invents 
a defensive weapon. The sword and the shield or the arrow and the 
shield would be an example, and now we have Star Wars to defend 
us from missiles from other continents. So I think that is an appro- 
priate metaphor for what is going on here is that we are trying to 
regulate and build shields against the people that are engaging in 
or intending to engage in fraud in our financial markets, and I 
would like to say that is what these regulations are about. 

But I would like to turn this a little bit and take this to an un- 
derstanding that we haven’t been able to write regulations that are 
successful, at least always successful, and the creative people that 
are out there will find another way around it. The free markets 
have done a pretty good job of protecting the interest if they get 
a chance to see what those assets actually are, and so would it be 
your opinion that the restraint of markets without the promise of 
government bailout is an effective shield? 

Mr. Gensler. Well, I absolutely agree with the second part. 
There should not be government bailouts. I do think that common- 
sense rules of the road to bring transparency to markets help our 
economic well-being, and I think that has helped in the securities 
and futures markets, and that is what Congress said to bring to 
these swaps markets. 

Mr. King. Do you, though, get the sense that traders in the mar- 
ketplace, especially these traders that happen to be members of 
the — I can see five farmers co-ops in my neighborhood that suffered 
a loss of $47.5 million altogether to MF Global. They get a sense 
that because government is regulating, that they are protected in 
their investments. How much of a factor do you think that is in the 
confidence in the marketplace that the government is the regulator 
and the protector? 

Mr. Gensler. Well, I think that farmers need to have confidence 
to use these markets so they can lower their risk. I mean, what is 
the price of corn going to be at harvest time and they can use a 
futures contract to lower that risk, lock in it. So that type of con- 
fidence is a good type of confidence. Is there is an effective cop on 
the beat? But I agree with you not to have the confidence that we 
are going to bail out banks or ensure against poor corporate behav- 
ior. 

Mr. King. So what we are really after here then is balanced re- 
straint that investors have to control their speculation judging 
upon two things, and that is, how solid are the financials of the en- 
tity they are dealing with and how effective is the financial regula- 
tion that comes from the government. That would be the two pieces 
of this that would have to be kind of married together? 

Mr. Gensler. Right, so that investors have the facts and figures 
to make their investment choices, that they have markets that 
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function well, that they can hedge these risk in these derivative 
contracts, and of course, that we don’t stand behind 

Mr. King. And you would like to have direct electronic access to 
the accounts but you wouldn’t propose that to the investors to have 
that same access? 

Mr. Gensler. I actually think investors should know in these 
markets where their money is held, so just like they do in a mu- 
tual-fund statement, I actually do think that they should know 
where their money is. 

Mr. King. Thank you very much. Chairman, I appreciate your 
testimony, and I will submit some questions for the record. 

The Chairman. The gentleman’s time has expired. The chair now 
recognizes the gentlelady from South Dakota, Mrs. Noem, for 5 
minutes. 

Mrs. Noem. Thank you, Mr. Chairman, and I appreciate this 
hearing. It is timely given it is the second anniversary of the Dodd- 
Frank and we need to look at these reforms and the related rules 
and see how they impact people on the ground. For example, in 
South Dakota, where I am from, some businesses and producers 
who are actively investing in the commodity market are still deal- 
ing with the failure of MF Global, so I just have a couple questions 
for you. 

Does the CFTC have the power to force a firm into bankruptcy? 

Mr. Gensler. We might need to get back to you, but I am not 
aware of that. Even in this Peregrine situation, we went into court 
to ask for a receiver to be appointed to freeze the assets, which we 
do in Ponzi schemes as well. So I think that is the route. I believe 
the answer is no but we seek a court to appoint a receiver. 

Mrs. Noem. Okay. That is the route that is generally followed? 
Well, if there is more information on that that you can give me 
later, I would appreciate that. That would be great. 

[The information referred to is located on p. 106.] 

Mrs. Noem. What role does the CFTC play in initiating the 
bankruptcy of such as like MF Global? 

Mr. Gensler. A broker dealer — I am not involved in that specific 
thing but a broker dealer goes into this proceeding under the Secu- 
rities and Investor Protection Act, and that is under the securities 
law, so we don’t have a direct role. But then we do have a role in 
appearing in front of the court and appearing in front of the trustee 
to ensure that the commodities exchange laws are followed, that 
the segregated funds are for the customers. 

Mrs. Noem. So is that more of an informational-type role that 
you fulfill with the courts. Are you summoned in a manner? 

Mr. Gensler. Well, it is both an informational role and also to 
advocate and file motions on behalf of those segregated accounts, 
as I understand it. 

Mrs. Noem. Excellent. Thank you. I appreciate that. 

With that, Mr. Chairman, I will yield back. 

The Chairman. The gentlelady yields back the balance of her 
time. The chair now recognizes the gentleman from Indiana, Mr. 
Stutzman. 

Mr. Stutzman. Thank you, Mr. Chairman. 

Thank you. Chairman Gensler, for being here. I would kind of 
like to follow up on the gentlelady’s questions regarding MF Global. 
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At what point did you alert your fellow Commissioners of your 
recusal from the MF Global investigation? 

Mr. Gensler. I informed the General Counsel on a Thursday, so 
it may have been that Friday. We have a weekly surveillance meet- 
ing on Friday. That goes back decades. And so the firm went into 
bankruptcy on a Monday. The first surveillance meeting was going 
to be that Friday, so I did not attend that surveillance meeting and 
informed various Commissioners. One, Commissioner Sommers, 
was on vacation but the other Commissioners 

Mr. Stutzman. So you did notify them? 

Mr. Gensler. I believe it was that Friday. 

Mr. Stutzman. How did you notify them? By electronic 

Mr. Gensler. If I remember, I had personal conversations with 
three of them and then General Counsel Berkovitz reached out to 
Commissioner Sommers, who was in Florida with her family. 

Mr. Stutzman. Okay. So your recusal, is that consistent with 
CFTC’s process in recusals? 

Mr. Gensler. Well, the General Counsel and the ethics officers 
actually advised me that I did not under the laws need to step 
aside. I thought it was best not to participate. Jon Corzine, who 
had been the Chief Executive Officer there, had been way back 
when I was at Goldman Sachs a partner of mine and ultimately my 
boss at Goldman Sachs. So, I handed this off to the dedicated en- 
forcement staff and other enforcement officers and the Commission, 
and not participate in this matter as it turns on an enforcement 
matter that might involve, personally, Jon Corzine. 

Mr. Stutzman. So help me understand, when did you first hear 
there was a loss in customer segregated accounts? 

Mr. Gensler. About 2:30 a.m. Monday morning. 

Mr. Stutzman. And then did you have any conversations with 
Mr. Corzine during the final week of October? 

Mr. Gensler. No, no personal conversations, no business con- 
versations. There was a group conference call that Sunday when 
the CFTC, the SEC and regulators from London and the New York 
Federal Reserve were on a big conference call with the company 
and its advisors about moving the customers’ funds. At that point 
Sunday, it was about moving the customer funds to some fund 
called Interactive Brokers, and I believe Mr. Corzine spoke up in 
that call that might have had 20 or 40 people on it. 

Mr. Stutzman. That was on Sunday? 

Mr. Gensler. Sunday, October 30th. 

Mr. Stutzman. And so you were notified at 2:30 a.m. Monday 
morning? 

Mr. Gensler. Yes, Monday morning. I was woken up. 

Mr. Stutzman. So during those conversations, or during that 
conversation, was there any discussion of the customer accounts 
and segregation of funds brought up? 

Mr. Gensler. In the regulators call, what we were focused on 
was moving those customer accounts to Interactive Brokers. We 
had laid out by that Sunday evening a number of conditions about 
that. Interactive Brokers agreed to those conditions and MF Global 
as well that they would be fully guaranteed and all the monies and 
positions would be moved to Interactive. Of course, then at 2:30 I 
was woken up. 
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Mr. Stutzman. September 1, 2011, MF Global announces in a 
public filing that it would comply with FINRA’s determination and 
increase its capital. Would such a filing trigger any red fiags at 
CFTC? 

Mr. Gensler. As I am not participating, I don’t know what the 
Commissioners or the agency looked at about that September 1st 
filing. But just as a general matter, our examination staff will work 
with the self-regulatory organizations like FINRA and Chicago 
Mercantile Exchange and NFA on any filings about capital and try 
to understand what those filings are. 

Mr. Stutzman. So did that happen? Did your agency work with 
FINRA at all? 

Mr. Gensler. Again, I don’t know because I haven’t gone back 
and done the forensics. I haven’t been involved since this whatever, 
November 2nd or 3rd period of time. 

Mr. Stutzman. Is that something you could find out and no- 
tify — 

Mr. Gensler. Our General Counsel, Dan Berkovitz, will follow 
up with you. 

[The information referred to is located on p. 107.] 

Mr. Stutzman. Thank you, Mr. Chairman. I will yield back. 

The Chairman. The gentleman yields back. The chair recognizes 
the gentleman from Iowa for a follow-up question. 

Mr. Boswell. Well, thank you. I am the temporary Ranking 
Member, I guess. 

Mr. Chairman, earlier on in questions, I didn’t give you a chance 
to answer because I got into a dialogue with Chairman Lucas, and 
I agree with his points. At the same time, we have responsibility 
that even though we are not appropriators, we have the tools or the 
doorknockers or whatever you want to call it. The idea that I threw 
out about the funding, would you have any comment you would 
want to make about that? I think you told Mr. Costa earlier that 
you did not have the resources, and so just expand on that and 
then we will be finished. 

Mr. Gensler. We don’t have enough resources to cover the fu- 
tures industry that has grown so significantly from the 1990s, or 
this new market that I would say is far more complex, this swaps 
marketplace that is eight times the size of the futures marketplace 
in notional value. It has at least twice as many actors on that 
stage. 

We would work with Congress in any way Congress would wish 
to get funding whether it is direct appropriations, whether it is also 
working on fees or transaction fees similar to what the 

Mr. Boswell. The point of it is that this constant evaluation of 
the appropriations or coming from the Administration or whatever 
but if you had this fee system, it would kind of go with the ebb and 
flow of your need. It seems to be working for SEC. It seems to be 
working for NFA. That is one of the points. I want to know what 
you think about it. 

Mr. Gensler. I think that in the securities field, there has been 
a modest transaction fee to cover the cost to the SEC on an annual 
basis. I think President Obama has included that in his budget 
submissions. I believe previous Presidents, President Bush also did 
as well. So we would work with Congress. If you and the appropri- 
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ators thought that was appropriate, we would be right at it with 
you, but if there are other ways to get the funding, I am kind of 
neutral on the way to do it but I am positive that we need more 
funding. 

Mr. Boswell. But you clearly don’t have the resources you need? 

Mr. Gensler. That is correct, sir. 

Mr. Boswell. Okay. I yield back. Thank you, Mr. Chairman. 

Mr. Conaway [presiding.] I thank the gentleman for yielding. 

Chairman, one real quick follow-up. Section 722(d) is the section 
you cite that gives you the authority to do the guidance on the 
extraterritorial or cross-border; 722(c), we think gives the SEC 
similar authority. What is y’ all’s understanding or can you help us 
understand your interpretation of those two different sections? 

Mr. Gensler. Section 722(c) would be in the swaps section of the 
statute. It may well that you want to follow up with 

Mr. Conaway. Okay, if you wouldn’t mind getting back with us 
on that because 

Mr. Gensler. Because I understood that it is all in the first part 
of that Title VII is swaps, which is the CFTC, and then of course 
the other section later in the chapter is there but 722(c), Dan? 
Maybe we will have to 

Mr. Conaway. All right. We will follow up with you on that if 
you wouldn’t mind. 

[The information referred to is located on p. 108.] 

Mr. Gensler. No, I appreciate that, and thank you. 

Mr. Conaway. Mr. Chairman, thank you for being here today. I 
appreciate your straightforward answers and look forward to vis- 
iting with you again soon. 

Mr. Gensler. Thank you very much. 

Mr. Conaway. All right. If we can have the other panel step for- 
ward, we will get this one moving. 

All right. While everybody is settling in, I will go ahead and in- 
troduce the witnesses. We have with us today Mr. Terry Duffy, Ex- 
ecutive Chairman and President of CME Group, Chicago, Illinois; 
Mr. Dan Roth, President and Chief Executive Officer of the Na- 
tional Futures Association, Chicago; the Hon. Walt Lukken, Presi- 
dent and CEO of Futures Industry Association here in D.C.; John 
Heck, Senior VP with The Scoular Company, Omaha, Nebraska, on 
behalf of the National Grain and Feed Association; and the Hon. 
Chuck Connor, President and Chief Executive Officer of the Na- 
tional Council of Farmer Cooperatives, Washington, D.C., and Mr. 
Paul McElroy, CFO of the JEA, Jacksonville, Florida, on behalf of 
the American Public Power Association. 

Mr. Duffy, begin when you are ready, sir. 

STATEMENT OF HON. TERRENCE A. DUFFY, EXECUTIVE 
CHAIRMAN AND PRESIDENT, CME GROUP, INC., CHICAGO, IL 

Mr. Duffy. Thank you, Mr. Chairman and Mr. Boswell. 

We at the CME Group are appalled by PFC’s theft of customer 
segregated funds. This fraud following MF Global has shaken the 
very core of our industry. Any breach of trust related to customer 
funds is absolutely unacceptable, whether at PFC, MFC or any 
other firm. 
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Since the failure of MF Global, CME Group and others in our in- 
dustry have committed to strengthening the protections that guard 
customer property. The industry has recently implemented new 
regulatory measures, one of which was a new electronic confirm 
tool that uncovered Mr. Wasendorfs misreporting, forgery and 
theft, but more needs to be done. 

CME and the National Futures Association have adopted four 
measures to deter, detect and prevent misuse of customer funds. 
Three have been implemented. The fourth will be made effective in 
coordination with the NFA next month. We have been conducting 
surprise reviews of customer segregated accounts since last Decem- 
ber. We have implemented mandatory daily reporting of segregated 
statements by all FCMs and now we require bimonthly reporting 
to ensure that segregated funds are properly invested and held at 
approved depositories. Also in mid-July, CME began using Con- 
firmation.com, an electronic method of receiving statements di- 
rectly from third-party depositories to verify investment reports. 
We also began using Confirmation.com as a tool in our regulatory 
audits and plan to require banks to confirm segregated funds using 
this tool. 

In direct response to the MF Global disaster, we will be imple- 
menting the Corzine rule on September 1st. The new rule requires 
that FCMs’ CEO or CFO sign off on any withdrawals of customer 
segregated funds that exceeds 25 percent of excess segregated 
funds. Then they must also inform CME at the same time. 

As I have said, more can be done. At the same time, CME be- 
lieves that regulators and industry must be careful in weighing the 
costs and benefits of all proposals that may enhance protection for 
the segregated funds of our clients. 

Some have suggested the creation of an industry-funded insur- 
ance program covering fraud and failure losses, possibly supple- 
mented by privately-arranged insurance. Such a fund would cer- 
tainly boost confidence but needs to be balanced against known 
negatives. The negatives are the obvious: it being cost-prohibitive 
and ineffective due to the amount of funds held in U.S. segregation. 
We need to develop procedures and systems that give regulators di- 
rect real-time access to customer segregated account balances, and 
we are working with regulators to do so. And while it may be con- 
troversial and perhaps have disruptive consequences, we should ex- 
plore whether customer property not required as collateral at clear- 
inghouses should nonetheless be held by clearinghouses or other 
custodians and whether safeguards should be into place to limit the 
ability of FCMs to transfer such property except to authorized re- 
cipients. 

In addition, CME Group proposes that Congress amend the 
Bankruptcy Code to permit clearinghouses that hold sufficient col- 
lateral to support customer positions of a failed clearing member 
to transfer those positions of all non-defaulting customers with the 
supporting collateral to another stable clearing member. 

While we expect that the misconduct of MF Global and PFG will 
renew calls for the elimination of the role of exchanges and clear- 
inghouses in auditing and enforcement of their members, we do not 
believe that a legitimate case can be made to transfer these respon- 
sibilities to a government agency. CME Group is committed to 
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working with the Congress, CFTC, NFA, FIA, and the market par- 
ticipants to reevaluate the current system to find solutions to fur- 
ther protect customer funds at the FCM level. We are also com- 
mitted to restoring confidence in the markets that so many rely on 
for their risk management needs. 

I thank you for the opportunity to testify before the Committee 
and I look forward to answering your questions. 

[The prepared statement of Mr. Duffy follows:] 

Prepahed Statement of Hon. Terrence A. Duffy, Executive Chairman and 
President, CME Group, Inc., Chicago, IL 

Chairman Lucas, Ranking Member Peterson, Members of the Committee, thank 
you for the opportunity to testify regarding the industry’s efforts to deter, detect and 
prevent the misuse of customer funds. We, at CME Group, are appalled by the theft 
by Mr. Wasendorf of Peregrine Financial Group (“PFG”) of customer segregated 
funds. This fraud, following ME Global Inc. (“MEG”), has shaken the very core of 
our industry. 

Any breach of trust relating to customer funds is absolutely unacceptable, pe- 
riod — whether at PEG or MEG, or any firm. Since the failure of MEG, CME Group 
and others in our industry have been committed to strengthening the protections 
that guard customer property. The industry has recently implemented new regu- 
latory measures, one of which was the new electronic confirm tool that uncovered 
Mr. Wasendorfs misreporting, forgery and theft. But more needs to be done. 

In addition to the pressing issues raised by these recent deplorable actions, the 
Committee is examining at this hearing issues relating to the ongoing regulatory 
implementation of Dodd-Frank which I will also address at the end of my written 
testimony. Our concerns regarding the implementation of the statute center on en- 
suring that the rules do not needlessly hamper the strength, competitiveness and 
efficiency of the U.S. derivatives markets. 

Industry Proposals to Protect Customers in the wake of MFC’s Failure 

On March 12th, a special committee composed of representatives from the futures 
industry’s regulatory organizations, including CME (the “SRO Committee”), offered 
four recommendations to strengthen current safeguards for customer segregated 
funds held at the firm level. The first three have been implemented, and the fourth 
will be made effective in coordination with the National Futures Association 
(“NFA”) in September: 

• Requiring all Futures Commission Merchants (FCM) to file daily segregation re- 
ports. 

• Requiring all FCMs to file bi-monthly Segregation Investment Detail Reports 
(“SIDR”), reflecting how customer segregated funds are invested and where 
those funds are held.^ 

• Performing more frequent periodic spot checks to monitor FCM compliance with 
segregation requirements since last December. 

• In direct response to the MFG collapse, the “Corzine Rule” will be implemented 
on September 1st. The “Corzine Rule” requires the CEO or CFO of the FCM 
to pre-approve in writing any disbursement of customer segregated funds not 
made for the benefit of customers and that exceeds 25% of the firm’s excess seg- 
regated funds. The CME (or other SROs) must be immediately notified of the 
pre-approval. 

In addition, to enhance intra-regulator coordination, we have established routine 
communications with FINRA for all of our common firms — the firm coordinators/re- 
lationship managers will reach out to each other to have these communications. 

The SRO Committee has also implemented, or is in the process of implementing, 
the following initiatives: 

• Using Confirmation.com — an electronic method of receiving account statements 
or balances from a third party bank or depository to check information provided 


1 Daily segregation reporting and bimonthly SIDRs were also recommended by the Futures In- 
dustry Association in its proposed initial recommendations made on February 29th. httpij t 

www.futuresindustry.org ! downloads ! Initial Recommendations for Customer 

Funds Protection.pdf. 
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by FCMs to regulators. NFA’s use of Confirmation.com uncovered the initial 
statement and reporting irregularities at PFG. 

The SRO Committee plans to use the Confirmation.com tool as follows: 

° In regulatory audits now and going forward; 

° To verify bi-monthly SIDRs (investment reports). CME started using the tool 
for this purposed in mid-July; and 

° To periodically review the accuracy of daily segregation statements. 

• Also, the SRO Committee agreed to develop rules to require all FCMs to provide 
them with direct online access to their bank or depository accounts to confirm 
segregated funds balances. 

The Futures Industry Association’s internal controls recommendations will he pre- 
sented to the FCM Advisory Committee in August. These include: 

• Requiring FCMs to assure the appropriate separation of duties among individ- 
uals working at FCMs who are responsible for compliance with the rules pro- 
tecting customer funds; 

• Requiring FCMs to document their policies and procedures in several critical 
areas, including the valuation of securities held in segregated accounts, the se- 
lection of banks, custodians and other depositories for customer funds, and the 
maintenance and withdrawal of “residual interest,” which consists of the excess 
funds deposited by firms in the customer segregated accounts. 

NFA’s Wehsite Access to FCM capital ratios and investment reports (SIDRs) will 
be presented to the NFA’s Board of Directors in August. 

CME Group Initiatives 

Notwithstanding the fact that MFG’s misconduct was the cause of the shortfall 
in customer segregated funds, CME Group’s efforts in the wake of these events 
speak to the level of our commitment to ensuring our customers’ confidence in our 
markets: 

• Guarantee for SIPC Trustee. We made an unprecedented guarantee of $550 mil- 
lion to the SIPC Trustee in order to accelerate the distribution of funds to cus- 
tomers. 

• CME Trust Pledge. CME Trust pledged virtually all of its capital — $50 million — 
to cover CME Group customer losses due to MFG’s misuse of customer funds. 

• CME Group Family Farmer and Rancher Protection Fund. On April 2, 2012, 
CME Group launched the CME Group Family Farmer and Rancher Protection 
Fund to protect family farmers, family ranchers and their cooperatives against 
losses of up to $25,000 per participant in the event of shortfalls in segregated 
funds. Farming and ranching cooperatives also will be eligible for up to 
$100,000 per cooperative. 

The Protection Fund is available to PFG customers that qualify under Program 
terms. 

• Agreement with MFG Trustee. On June 14, 2012, the agreement between the 
SIPC Trustee for MFG and CME Group was filed in the Bankruptcy Court. It 
provides for the distribution of approximately $130 million of MFG proprietary 
assets, on which CME and its members held perfected security interests, to 
MFG customers. The agreement is currently under review by the Bankruptcy 
Court. 

• Bankruptcy Code. The shortfall in customer segregated funds occurred only in 
regard to funds under MFG’s control. The customers’ funds held in segregation 
at the clearing level at CME and other U.S. clearinghouses were intact. How- 
ever, the clearinghouses were not able to avoid market disruptions by imme- 
diately transferring those customer positions and any related collateral because 
of limitations under the Bankruptcy Code. We propose that Congress amend the 
Bankruptcy Code to permit clearinghouses that hold sufficient collateral to sup- 
port customer positions of a failed clearing member promptly to transfer all cus- 
tomer positions with supporting collateral, except defaulting customer positions, 
to another stable clearing member. 

More Can Be Done 

However, CME Group believes that more can he done, especially in light of the 
recent fraud at PFG and its impact on public confidence. CME believes that the reg- 
ulators and industry need to carefully weigh the costs and benefits of even the most 
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far-reaching proposals that might enhance protection for the segregated funds of our 
customers. 

Some have suggested creating an industry-funded insurance program covering 
fraud and failure losses, possibly supplemented by privately arranged insurance. 
Such a program would certainly boost confidence but needs to be balanced against 
known negatives. It is likely to be cost prohibitive and ineffective given the size and 
scope of the accounts in our business, and may encourage the “moral hazard risk” 
that comes into play when customers feel they don’t need to worry about their 
choice or stability of their FCMs. 

We need to develop procedures and systems that give regulators direct, real time 
access to customer segregated account balances, and, as stated above, the SRO Com- 
mittee is working to do so. 

And, while it will be controversial and perhaps have disruptive consequences, we 
should explore whether customer property not required as collateral at clearing 
houses should, nonetheless be held by clearing houses or other custodians (while re- 
turning interest earned on that money back to the FCMs) and whether safeguards 
should be put in place to limit the ability of FCMs to transfer such property except 
to authorized recipients. We believe a look at these proposals in conjunction with 
our other efforts is necessary to restore public confidence in the derivatives markets 
while preserving the operating model for the vast majority of firms who respect and 
comply with the rules. 

Finally, while we expect that the misconduct of MFG and PFG will renew calls 
to eliminate the role of exchanges and clearing houses in auditing and enforcement 
of their members, we do not believe that a legitimate case can be made to transfer 
these responsibilities to a government agency. Our regulatory systems are resilient, 
adaptive to address the challenges and efficient. The next section of my testimony 
focuses on why it is more important than ever to not only retain, but strengthen 
the self-regulatory structure. 

Current Regulatory Structure Should Not Be Abandoned 

Some critics suggest that the current regulatory framework is somehow to blame 
for MFG’s and PFG’s misconduct. As further detailed in the discussion below, “self- 
regulation” in the context of futures markets regulation is a misnomer, because the 
regulatory structure of the modern U.S. futures industry is in fact a comprehensive 
network of regulatory organizations that work together to ensure the effective regu- 
lation of all industry participants. 

The CEA establishes the Federal statutory framework that regulates the trading 
and clearing of futures and futures options in the United States, and following the 
recent passage of the Dodd-Frank Wall Street Reform and Consumer Protection Act, 
its scope has been expanded to include the over-the-counter swaps market as well. 
The CEA is administered by the CFTC, which establishes regulations governing the 
conduct and responsibilities of market participants, exchanges and clearing houses. 

With respect to MF Global, CME was the designated self-regulatory organization 
(“DSRO”). As MFG’s DSRO, CME was responsible for conducting periodic audits of 
MFG’s FCM-arm and worked with the other regulatory bodies of which the firm is 
a member. Some critics have suggested that the failure of MFG demonstrates that 
the current system of front line auditing and regulation by clearing houses and ex- 
changes is deficient because of conflicts of interest. However, there is no conflict of 
interest between the CME Group’s duties as a DRSO and its duties to its share- 
holders — both require that it diligently keep its markets fair and open by vigorously 
regulating all market participants. 

Federal law mandates an organizational structure that eliminates conflicts of in- 
terest. In addition, we have very compelling incentives to ensure that our regulatory 
programs operate effectively. We have established a robust set of safeguards de- 
signed to ensure these functions operate free from conflicts of interest or inappro- 
priate influence. The CFTC conducts its own surveillance of the markets and mar- 
ket participants and actively enforces compliance with the CEA and Commission 
regulations. In addition to the CFTC’s oversight of the markets, exchanges sepa- 
rately establish and enforce rules governing the activity of all market participants 
in their markets. Further, the NFA, the registered futures association for the indus- 
try, establishes rules and has regulatory authority with respect to every firm and 
individual who conducts futures trading business with public customers. The CFTC, 
in turn, oversees the effectiveness of the exchanges, clearing houses and the NFA 
in fulfilling their respective regulatory responsibilities. 

In summary, the futures industry is a very highly-regulated industry with several 
layers of oversight. The industry’s current regulatory structure is not that of a sin- 
gle entity governed by its members regulating its members, but rather a structure 
in which exchanges, most of which are public companies, regulate the activity of all 



55 


participants in their markets — members as well as non-members — complemented 
with further oversight by the NFA and CFTC. 

CME Group is committed to working with Congress, CFTC, NFA, FIA and market 
participants to re-evaluate the current system to find solutions to further protect 
customer funds at the FCM level, and to restoring confidence in derivatives mar- 
kets. Finding solutions continues to be or highest priority. We are prepared to lead. 

Dodd-Frank 

Turning to Dodd-Frank, as the CFTC and other regulators finalize the rules im- 
plementing the statute, CME Group continues to work with the CFTC to ensure 
that these rules promote the fundamental principles of Dodd-Frank without compro- 
mising the growth and strength of the robust and globally competitive U.S. deriva- 
tives markets. For example, statutory Core Principle 9 was written by Congress to 
apply flexibly, allowing all DCMs to develop their means to achieve a “competitive, 
open and efficient market and mechanism” for trading. The CFTC’s current rule 
proposal to implement Core Principle 9 would impose a rigid rule that will require 
an arbitrary percentage of transactions (now set at 85%) to take place on the central 
order book of an exchange regardless of the underl 3 dng products, the market charac- 
teristics or the bona fide needs of customers. At the CFTC’s recent roundtable on 
this proposal, every market participant opposed the rule as proposed and expressed 
strong concerns about the proposal’s implications. The rule would make it impos- 
sible for U.S. futures exchanges to develop new products, force futures exchanges 
to delist hundreds of successful products, and force trading into unregulated, less 
regulated or foreign markets with less transparency. Moreover, the proposal would 
exponentially increase the trading costs, market risk and adverse regulatory and tax 
consequences for market users, which costs ultimately will be reflected in com- 
modity prices. We urge the Commission to consider this consensus assessment, and 
avoid adopting any rule under Core Principle 9 that would have the adverse effects 
stated above. 

With respect to the reporting of cleared swaps data, the Commission should allow 
for implementation of a clearing regime that permits clearing houses to choose the 
Swap Data Repository to which it must report, including their own affiliated SDR. 
Doing this will make it possible for SDRs to be up and running for cleared swaps 
almost immediately, which would be in the greatest interest of not only the regu- 
lators seeking to implement the statute, but also the marketplace seeking the most 
efficient and cost-effective mechanism with which to comply. The CFTC-adopted reg- 
ulatory reporting regime does not appropriately utilize the existing infrastructure 
available in derivatives clearing organizations (“DCOs”) as far as cleared trades are 
concerned. Any system that requires a DCO that clears a swap trade to make re- 
ports to an external non-DCO data warehouse is inefficient, costly and unnecessary. 
A much better approach is to build reporting requirements that ensure that the 
DCO that clears a swap trade houses the complete set of non-public swap informa- 
tion. This is the lowest cost and least burdensome method for implementing regu- 
latory reporting requirements and it can be implemented quickly. It is also the best 
way to ensure regulators have access to the most accurate swap information includ- 
ing the ability to view the true positions of market participants. 

Thank you for the opportunity to testify before the Committee today and for the 
Committee’s continued strong oversight of the implementation of this seminal stat- 
ute. 

Mr. Conaway. Thank you, Mr. Duffy. 

Mr. Roth, 5 minutes. 

STATEMENT OF DANIEL J. ROTH, PRESIDENT AND CHIEF 
EXECUTIVE OFFICER, NATIONAL FUTURES ASSOCIATION, 
CHICAGO, IL 

Mr. Roth. Thank you. Congressmen. My name is Dan Roth and 
I am the President of National Futures Association. As has heen 
noted earlier, this is the second time in 9 months that we are in- 
volved with a fraud involving an FCM’s misuse of customer seg- 
regated funds. 

In the Peregrine case, it has resulted in a shortfall of customer 
segregated funds of approximately $200 million. This fraud was 
achieved through a sea of forged documents. Peregrine was re- 
quired to report daily to NFA on the amount of customer funds 
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that it was holding and where those funds were being held. Those 
reports were false and they were supported by forged daily bank 
activity statements, forged monthly statements, forged acknowledg- 
ment letters, forged deposit slips, forged cashier’s checks and 
forged bank confirmations. 

We began our most recent exam of Peregrine in mid-June. When 
we began that examination, we informed the firm that we were 
switching the way that we had done bank confirmations, that we 
were switching to what Terry referred to as the Confirmation.com. 
We were switching to a web-based e-confirmation process. In the 
past, we had used a traditional bank confirmation process in which 
the firm would sign an authorization to the bank authorizing the 
bank to release information to NFA. We would then take that 
signed document from the firm and mail it directly to the bank, 
and the bank would then mail a response to NFA and then we 
would compare the bank’s numbers to the numbers that had been 
provided by the firm. 

As part of the e-confirmation process that we switched to, we told 
the firm that they would authorize the firm’s participation in that 
process. Mr. Wasendorf Sr. executed the necessary authorization on 
Sunday, July 8th, and the next day attempted suicide. We were im- 
mediately contacted by the firm, by Peregrine. They contacted both 
NFA and the CFTC, and we had conference calls immediately. As 
of the previous Friday, the firm had reported to us that it was 
holding approximately $380 million in customer segregated funds 
with a little over V 2 of that being held at U.S. Bank, the Cedar 
Falls branch office of U.S. Bank. 

During the teleconferences on Monday, we had the branch man- 
ager of the bank on the phone, and he told us that the actual bal- 
ance in the account as of Friday was approximately $5 million. We 
also then reviewed with him — we told him that we had signed bank 
confirmations from our two previous audits in front of us and we 
went over with him the balances for each of those two dates. We 
told him the balances that had been reflected on the dates for 
which we had written confirmations, and he confirmed for us that 
those confirmations were false. 

It is clear, after both MF Global and Peregrine, certain facts are 
abundantly clear to all of us. Number 1, customers have to know 
that their money is safe. Number two, it is up to the regulators to 
provide the highest level of assurance that we can that their money 
is safe, and that is both government regulators and self-regulators. 
Number three, NFA followed standard audit steps and audit proce- 
dures in conducting our exams of Peregrine, and number four, that 
doesn’t matter. The fact is, the Generally Accepted Audit Stand- 
ards, the standard practices, weren’t good enough. They didn’t 
catch this fraud. We didn’t uncover the fraud for longer than we 
would have liked. We have to do better. 

We began the process of trying to find ways to do better imme- 
diately after MF Global. We formed two committees. We formed an 
SRO committee and we formed a special committee of our public 
directors, and both of those committees worked on a package of 
rules that Mr. Duffy referred to that were presented to our board 
of directors in May and that are described in my written testimony. 
But we also began working on the second wave of rules because we 
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recognize that we had to make better use of technology to monitor 
our members’ compliance with the rules. So we have a rule that 
has been in development and that is going to our August board 
meeting that will require all FCMs to provide direct online access, 
view-only access to their DSRO of all customer seg bank balances. 
With that authority, we will be able to check bank confirms or basi- 
cally conduct bank confirms, check those balances on our own with- 
out the firm, without the bank. We can do it for any FCM and for 
any bank account that we want to. 

But we want to go beyond that. What we are actually going to 
try to build is a system which will take the e-confirmation process 
that uncovered this fraud and basically make that a daily event. 
We intend to build a system in which all seg depositories will re- 
port on a daily basis to NFA on the funds that they are holding 
and then on an automated basis will do a comparison between that 
and what the firms are reporting to us and generate alerts for any 
suspicious discrepancies. 

Mr. Chairman, it is another obvious point, I guess, that we will 
never be able to completely eliminate fraud but we have to strive 
for that. That is what we strive for. That is what we are working 
on. That is what we have been working on all along but with re- 
newed effort after MF Global. We will continue that process. We 
look forward to working with the Commission, the industry, the 
Congress and hopefully together we can continue to try to make 
things harder and harder so that these frauds do not occur in the 
future. 

Thank you, Mr. Chairman. I would be happy to answer any ques- 
tions. 

[The prepared statement of Mr. Roth follows:] 

Prepared Statement of Daniel J. Roth, President and Chief Executive 
Officer, National Futures Association, Chicago, IL 

Thank you, Mr. Chairman. My name is Daniel Roth and I am the President of 
National Futures Association. For years the futures industry has huilt an impec- 
cable reputation for safeguarding customer funds deposited at FCMs in connection 
with futures trading. Now, for the second time in just 9 months, we are dealing with 
a shortfall in customer segregated funds at an FCM. Once again, customers have 
suffered real harm, the type of harm that all regulators attempt to prevent. 

The full facts are not yet known, hut it appears that Peregrine’s customer losses 
are the result of an elaborate fraud achieved through a set of forgeries and falsities 
rooted in both the firm’s external and internal financial records. Forged external 
records included bank statements, bank confirmations, print-outs of daily online 
summary reports of bank balances, cashier’s checks, bank acknowledgement letters, 
bank deposit tickets and bank receipts all purportedly from U.S. Bank. The firm’s 
internal financial records, including daily and month-end account reconciliations, 
general ledgers and trial balances were also false to the extent they were based on 
forged U.S. Bank records. Moreover, Peregrine submitted to NFA false daily seg- 
regation reports, monthly financial statements and segregated investment detail re- 
ports, and annual certified financial statements. Even the firm’s customer state- 
ments were false to the extent the firm led customers to believe that sufficient as- 
sets were on deposit to cover customers’ liabilities. 

I would like to review for this Committee the recent chronology of events sur- 
rounding the Peregrine fraud, the fundamental changes that need to be made in the 
way we protect customer funds and monitor firms for compliance with the rules, 
how we are going to make those changes and the steps we have already taken. 

NFA began an examination of Peregrine in mid-June. During the audit, we in- 
formed Peregrine staff that NFA was changing its method for obtaining bank con- 
firmations to a web-based e-confirmation process. We had completed the necessary 
data entry for this process by the first week in July, and told Peregrine staff that 
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the firm must authorize its participation in the e-confirmation process. On Sunday, 
July 8, Mr. Wasendorf, the Chairman of Peregrine, provided the required authoriza- 
tion that was sent to him a week earlier. The next day he attempted suicide. 

As of the close of business on July 6th, the previous Friday, Peregrine had re- 
ported to us that the firm was holding approximately $380 million in customer seg- 
regated funds, with just over 1/2 of that amount on deposit at U.S. Bank. On July 
9th, Peregrine notified the CFTC and NFA of Wasendorfs attempted suicide and we 
immediately joined in a teleconference with Peregrine staff. We directed firm per- 
sonnel to go to the bank and have the bank manager join the conference call to con- 
firm the balances as of the previous Friday. The bank manager informed us that 
the actual balance in the account was approximately $5 million. 

We then asked about the balances on the dates for which NFA had received writ- 
ten bank confirmations in our two most recent audits — in 2010 and 2011. Those 
bank confirmation requests had been mailed by NFA to the P.O. Box on the pur- 
ported bank acknowledgment letter we had received for the customer segregated ac- 
count. (In our experience, it is not at all uncommon for banks holding customer seg- 
regated funds to use P.O. Boxes to receive confirmation requests since it is a means 
for them to control the vast amount of paperwork they receive.) In this case, the 
bank manager informed us that the balances reflected on the two most recent con- 
firmations received by NFA in 2010 and 2011 were similarly inflated. 

NFA immediately issued an emergency Member Responsibility Action, freezing 
the firm’s accounts and restricting it to trading for liquidation only. That night the 
firm’s clearing FCM issued margin calls that were not met and began liquidating 
open positions. The next day the CFTC filed its injunctive action and the firm filed 
its bankruptcy petition. By then approximately 98% of customer futures positions 
had been liquidated. 

This is certainly not the first time that NFA has taken emergency action in a 
fraud case involving forgery. We issue eight to ten Member Responsibility Actions 
per year, most after detecting some form of fraud, many of them Ponzi schemes. In 
most cases we uncover the fraud relatively quickly and close the firm before the 
losses mount too high. In a few cases, though, we have uncovered major frauds in- 
volving well over $100 million. Several of our cases, both large and small, have in- 
volved forged bank documents that were identified by our staff. What sets this case 
apart is that it involves a registered FCM, an elaborate, pervasive and convincing 
level of forgeries, and worst of all the loss of segregated customer funds. 

This most recent case is an extremely painful reminder of the lessons we learned, 
and have acted on, after MF Global. The following points are clear: 

• For our markets to thrive, customers must know that their funds are safe. 

• It is the job of the re^lators, both government regulators and SROs, to provide 
the public with the highest level of assurance possible. 

• NFA followed audit steps developed by the Joint Audit Committee that were 
consistent with CFTC Financial and Segregation Interpretation No. 4-1 in all 
of our examinations of Peregrine. But to assure ourselves of that, a committee 
of our public directors has directed the commission of an internal review of our 
audit practices and procedures, and the execution of those procedures in the 
specific instance of Peregrine. 

• Notwithstanding that, and notwithstanding it was NFA’s actions that uncov- 
ered this fraud in our most recent exam, the simple fact is that Wasendorfs for- 
geries fooled us, and fooled us for longer than any of us would like. 

• Our audit steps alone are not good enough anymore. We are implementing bet- 
ter ways to monitor members for compliance, especially with regard to customer 
segregated funds, and are looking for even more ways to improve monitoring 
of firms for compliance with the rules. 

Shortly after the demise of MF Global, we formed an SRO Committee with the 
CME and representatives of other exchanges, including ICE, the Kansas City Board 
of Trade and the Minneapolis Grain Exchange. As discussed below, the SRO Com- 
mittee developed a number of rule proposals that have already been approved by 
our Board. Early on in its deliberations, the committee recognized that we need to 
make better use of technology to monitor firms for compliance with segregation re- 
quirements. 

The committee has developed a proposed rule that will be presented at NFA’s Au- 
gust Board meeting that would require FCMs to provide online, view-only access to 
bank balances for customer segregated and secured amount accounts to the firm’s 
designated SRO. We understand the CME will adopt the same rule. Under this rule, 
SROs will be able to check any customer segregated bank account balance for any 
FCM any time, without asking the firm or the bank, and compare those balances 
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to the firm’s daily segregation report. NFA intends to expand this approach, once 
it is implemented, to receive daily reports from all depositories for customer seg- 
regated accounts, including clearing FCMs. We will develop a program to compare 
these balances with those reported by the firms in their daily segregation reports. 
While there may be reconciling items due to pending additions and withdrawals, the 
system will generate an immediate alert for any material discrepancies. 

We have also agreed with the CME to perform an immediate confirmation of all 
customer segregated bank accounts for all of our FCM Members using the e-con- 
firmation process I referred to earlier. The completion of this work within the next 
week or so should help ensure that another Peregrine is not lurking in the industry. 

All of this is in addition to the rule changes already approved by NFA’s Board 
in May and just recently approved by the CFTC. Those changes include rules re- 
quiring that: 

• All FCMs must report certain information concerning the FCM’s financial condi- 
tion that will then be made available to the public on NFA’s website. This infor- 
mation includes the firm’s capital requirements; its excess capital; the amount 
of customer segregated funds held by the firm; the amount of excess segregated 
funds maintained by the firm; whether the firm engages in proprietary trading, 
once that term is defined in the context of the Volcker rule; and whether any 
custodial bank holding customer funds is an affiliate of the FCM. 

• All FCMs must report to NFA detailed information on how customer segregated 
funds are invested, and that information will also be made available to the pub- 
lic through NFA’s website. 

• If any FCM reduces its level of excess segregated funds by 25% in any one day 
by making disbursements that are not for the benefit of customers, a financial 
principal of the firm must approve the disbursement, must immediately notify 
the firm’s DSRO, and must certify that the firm remains in compliance with all 
segregation requirements. 

All of these rule changes promote greater transparency for both customers and 
regulators and should help prevent a recurrence of the type of problems we saw at 
MF Global. These rule changes, however, are only the beginning. The MF Global 
and Peregrine customer losses are a painful reminder that we must continuously 
improve our surveillance, audit and fraud detection techniques to keep pace with 
changing technology and an ever-more-complicated financial marketplace. 

Mr. Chairman, for so long as there have been financial markets, there has been 
fraudsters who attempt to steal other people’s money, and no regulator can provide 
assurance that fraud can be completely eliminated. But this is the second time in 
9 months that customers have suffered losses due to misconduct or fraud on the 
part of an FCM, and when customers suffer those devastating losses, it is also dev- 
astating for the industry. We know that we can never completely eliminate fraud, 
but we must continue to adopt rules and surveillance techniques to try to eliminate 
the possibility that this could happen again. The steps we took at our May Board 
meeting and the proposed steps outlined above are a start in that process. We look 
forward to working with Congress, the Commission and the industry to achieve that 
goal and no ideas should be off the table in this process. 

Mr. Conaway. Thank you, Mr. Roth. 

Mr. Lukken for 5 minutes. 

STATEMENT OF HON. WALTER L. LUKKEN, PRESIDENT AND 
CHIEF EXECUTIVE OFFICER, FUTURES INDUSTRY 
ASSOCIATION, WASHINGTON, D.C. 

Mr. Lukken. Thank you, Chairman Conaway and Members of 
the Committee. I testify today on behalf of the Futures Industry 
Association, the leading U.S. trade association for futures, options 
and cleared derivatives in the United States. 

We now know that over $200 million in customer funds is miss- 
ing from Peregrine Financial and that the fraud appears to date 
back 20 years. On the heels of the MF Global collapse, this is ap- 
palling and absolutely devastating news in our industry, and most 
of all, customers who are the victims of this egregious fraud. 



60 


In the futures industry, we took considerable pride in the knowl- 
edge that the regulated futures markets had come through the fi- 
nancial crisis of 2008 with relatively few problems. During those 
difficult weeks, the futures markets continued to operate without 
significant incident to manage the volatile risks stemming from the 
financial crisis and to discover transparent prices when confidence 
was lost in the over-the-counter markets. 

Today we can no longer say the futures markets came through 
these times unblemished. The failures of MF Global and Peregrine 
Financial are a stark reminder that diligent efforts by regulators 
and the firms themselves are essential to prevent losses to cus- 
tomers from mismanagement and fraud. 

The industry and regulators have already taken a number of im- 
portant steps in the wake of the MF Global collapse. In February, 
FIA released its initial recommendation for customer funds protec- 
tion calling on each FCM to adopt certain recommended internal 
control policies and procedures relating to the protection of cus- 
tomer funds. It is my understanding that the CFTC and the SROs 
have adopted or are actively considering adopting all of these sug- 
gestions. FIA has also taken efforts to educate customers. In Feb- 
ruary, we issued FAQs for customer fund protections which is 
being used by the FCMs to provide their customers with increased 
disclosure on how customer funds are secured. 

However, the recent events involving Peregrine make it evident 
that more must be done. In this respect, I would like to discuss the 
FIA’s transparency initiative that I announced last week. First, 
FIA strongly supports providing regulators with the independent 
ability to electronically review and confirm customer segregated 
balances across every FCM at any time, period. 

Second, FIA supports the creation of an automated confirmation 
process for segregated funds that will provide regulators with the 
timely information that customer funds are secure. Technology so- 
lutions can help prevent this type of event from occurring again. 

Third, FIA supports the creation of an FCM informational portal 
that will centrally house firm-specific financial and related infor- 
mation regarding FCMs so customers can more readily access ma- 
terial information when evaluating an FCM. 

Fourth, FIA recommends that FCMs publicly certify as soon as 
practicable that they are in compliance with the initial rec- 
ommendations for customer funds protections that FIA issued in 
February and that I referred to earlier. 

I was encouraged by Chairman Gensler’s remarks that the Com- 
mission will be supporting and adopting many of these sensible in- 
dustry recommendations. The blocking and tackling of regulation 
depends on ensuring that firms have proper internal risk controls 
in place and that these are independently reviewed and verified. 
Those basics of smart regulation have not changed over time, and 
we look forward to working with the Commission to prioritize ini- 
tiatives aimed at protecting customers. 

Turning now to Dodd-Frank, FIA has been an active participant 
in the rulemaking process undertaken by the Commission over the 
last 2 years filing over 50 comment letters during that time. Hav- 
ing run a derivatives clearinghouse, I understand the difficulty in 
complex system builds, and Dodd-Frank indeed is that. The key to 
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any major project implementation is prioritization and sequencing. 
The industry would greatly benefit from the Commission 
prioritizing the critical rules that must be in place and developing 
a sequencing of those critical rules to bring certainty of planning 
to many of our firms. In fact, the SEC has done just that with the 
publishing of its Implementation Policy Statement aimed at avoid- 
ing, “the disruption and costs that could result if compliance with 
all rules where required simultaneously or haphazardly.” 

Unless the Commission acts to establish a well-designed imple- 
mentation policy, a significant number of rules will come into effect 
in the next few months in a haphazard manner, imposing a sub- 
stantial burden on the market participants and exposing the indus- 
try to potential market disruption. These challenging times have 
also been compounded by the Commission’s decision to move for- 
ward concurrently with significant rule proposals that are not man- 
dated by Dodd-Frank such as Core Principal 9 on centralized trad- 
ing and the redesign of the ownership and control reports at a cost 
of $18.8 million per firm in the industry. 

Of the Dodd-Frank rules that are critical, and there are many, 
one of the most important is the recent publication of proposed 
Commission guidance on the cross-border application of certain 
swap provisions. This guidance is not a rule under the APA and 
therefore does not require the Commission to conduct a cost-benefit 
analysis. It is evident, however, that its cost may be considerable, 
given the guidance’s broad interpretation of the definition of U.S. 
person and, “activities that would be deemed to have a direct and 
significant connection with commerce in the United States.” The re- 
sult would be a complex and confusing regulatory regime that 
would expose U.S. FCMs and swap dealers to consider regulatory 
risk and would extend the CFTC’s reach to many jurisdictions 
around the world. On this theme of prioritization and sequencing, 
it would be imperative that the CFTC first clarify this guidance be- 
fore the swap regulations and other Dodd-Frank requirements go 
into effect. 

These are challenging times for our industry, not only due to the 
regulatory changes described above but also due to the funda- 
mental shift to the business model. With depressed futures vol- 
umes, historically low interest rates and ultracompetitive pricing 
models, FCMs are under tremendous strain financially. Many are 
concerned that the business is reaching a point where it cannot ab- 
sorb additional costs and a seismic shift in the model may occur — 
whether that is a significant consolidation of FCMs or FCMs leav- 
ing the business altogether. This would have an unfortunate effect 
of limiting customer choice and reducing the number of firms that 
backstop the clearing system, making it vulnerable to catastrophic 
losses. 

So in conclusion, as we consider these regulatory changes, it 
would be wise to carefully weigh the costs of any new regulatory 
mandates and concentrate our resources on implementing only the 
highest priority reforms ahead of all the rest. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Lukken follows:] 
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Prepared Statement of Hon. Walter L. Lukken, President and Chief 
Executive Officer, Futures Industry Association, Washington, D.C. 

Chairman Lucas, Ranking Member Peterson, and Members of the Committee, FIA 
is the leading trade organization for the futures, options and over-the-counter 
cleared derivatives markets. Our membership includes the world’s largest deriva- 
tives clearing firms as well as leading derivatives exchanges and clearinghouses 
from more than 20 countries. Our core constituency consists of futures commission 
merchants (FCMs), those regulated businesses that transact and guarantee the fu- 
tures trades of customers and end-users. All of our membership is working overtime 
to implement the many reforms in the Dodd-Frank Wall Street Reform and Con- 
sumer Protection Act. Significant progress has been made in finalizing these re- 
forms and I will address the rulemaking process later in my remarks. First, how- 
ever, I would like to focus my remarks on the recent failure of Peregrine Financial 
Group (PFG). 

We now know that more than $200 million in customer funds is missing and that 
the falsification of financial records appears to go back 20 years. On the heels of 
the MF Global collapse, this is appalling and absolutely devastating news for every- 
one in our industry, and most of all the customers who are victims of this egregious 
fraud. PFG was not a big firm, but its demise resonates throughout the industry. 

In the futures industry, we took considerable pride in the knowledge that the reg- 
ulated futures markets had come through the financial crisis of 2008 with relatively 
few problems. During those difficult weeks, the futures markets continued to oper- 
ate without significant incident to manage the volatile risk stemming from the fi- 
nancial crisis and to discover transparent prices when confidence was lost in the 
pricing of the over-the-counter markets. The regulated futures markets, and the reg- 
ulatory regime that underpins them, became the foundation of mandated swap 
clearing of Title VII of the Dodd-Frank Act. 

We can no longer say that the futures markets came through these times unblem- 
ished. The failures of MF Global and Peregrine Financial Group are a stark and un- 
welcome reminder that, no matter how well designed a regulatory structure may be, 
diligent and sustained efforts by regulators and the firms they regulate are essential 
to prevent losses to customers from mismanagement or fraud. 

In addition to the losses suffered by Peregrine’s customers, the most damaging 
consequence of Peregrine’s fraud is the effect on customer confidence, in particular 
in the sanctity of customer funds protections provided under the Commodity Ex- 
change Act (Act) and the Commission’s rules. This confidence was earned over dec- 
ades by the many individuals that comprise the regulated futures industry. Unfortu- 
nately, one person’s conduct has instantaneously shattered this trust and now over- 
shadows the hard work and honorable behavior of everyone else. 

At FIA, we understand that it is going to take time to regain public trust and 
we are committed to doing whatever it takes to restore confidence in the safeguards 
for customer funds. Doing nothing is not an option. 

We also recognize that this is a collective problem, calling for collective solutions. 
Firms, exchanges, end-users and regulators must work together to identify the addi- 
tional tools that are needed to protect customer funds and restore confidence and 
then implement them promptly and efficiently. 

Post-MF Global Reforms 

The industry and regulators have already taken a number of important steps in 
the wake of the MF Global collapse to strengthen the customer protection regime 
in the futures markets. In February, FIA released its Initial Recommendations for 
Customer Funds Protection. These recommendations called on each FCM to adopt 
and document — to the extent not already in place — internal control policies and pro- 
cedures relating to the protection of customer funds. In particular, FIA rec- 
ommended that FCMs maintain appropriate separation of duties among individuals 
responsible for compliance with customer funds protections and develop a training 
program for chief financial officers and other relevant employees to help ensure that 
the individuals responsible for the protection of customer funds are appropriately 
qualified. 

We also recommended and supported rules adopted by the Chicago Mercantile Ex- 
change and National Futures Association that subject all FCMs to enhanced record- 
keeping and reporting obligations, including: (i) transmitting daily customer seg- 
regation balances to their respective designated self-regulatory organization 
(DSRO); and (ii) requiring the chief financial officer or other appropriate senior offi- 
cer to authorize in writing and promptly notify the FCM’s DSRO whenever an FCM 
seeks to withdraw more than 25 percent of its excess funds from the customer seg- 
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regated account in any day. These changes have now been approved by the Commis- 
sion. 

Another of our recommendations calls on the Commission to require that each 
FCM certify annually that there are no material inadequacies in its internal con- 
trols regarding maintenance and calculation of adjusted net capital and compliance 
with the rules regarding the protection of customer funds. FIA encourages the Com- 
mission to adopt this recommendation as part of its package of audit improvements. 

Clearly, these recommendations for strengthening internal controls are relevant 
to both MF Global and Peregrine Financial. We have witnessed over the years a 
number of instances where lax auditing controls or a lack of separation of duties 
related to the movement and protection of customer money have led to wrongful ac- 
tivity and fraud. The adoption of these basic audit and internal control rec- 
ommendations will go a long way to detect and deter inappropriate behavior, going 
forward. 

FIA also has taken efforts to educate customers on the scope of the protections 
for their funds so they can make well-informed decisions when choosing where to 
do business. In February, we issued Frequently Asked Questions on Customer Funds 
Protections, which is being used by FCMs to provide their customers with increased 
disclosure on the scope of how the laws and regulations protect customers in the 
futures markets. This document continues to be updated as we gather comments 
from regulators on other areas that should be covered. In addition, we will be ex- 
panding this document to ensure that customers have material information when 
evaluating an FCM. 

FIA’s Transparency Initiative 

Even with all that has been done, the recent events involving Peregrine Financial 
make it evident that more must be done. In this respect, I would like to discuss the 
“Transparency Initiative” that I announced last week. 

First, FIA strongly supports providing regulators with the independent ability to 
electronically review and confirm customer segregated balances across every FCM 
at any time. 

Second, FIA supports the creation of an automated confirmation process for seg- 
regated funds that will provide regulators with timely information that customer 
funds are secure. Technology solutions can help prevent this type of event from oc- 
curring again. 

Third, FIA supports the creation of an “FCM Information Portal” that will cen- 
trally house firm-specific financial and related information regarding FCMs so cus- 
tomers can more readily access material information when evaluating an FCM. 
FIA’s board is actively considering ways to construct and populate such a system. 

Fourth, FIA recommends that FCMs publicly certify as soon as practicable that 
they are in compliance with the Initial Recommendations for Customer Funds Pro- 
tection that FIA issued in February, specifically that they have adopted and imple- 
mented the internal control policies and procedures related to the protection of cus- 
tomer funds. These controls should be subject to independent review and oversight 
by the SROs and independent auditors. 

I was encouraged by Chairman Gensler’s remarks before the Senate Agriculture 
Committee last week that the Commission will be supporting and adopting many 
of these sensible industry recommendations. The “blocking and tackling” fundamen- 
tals of regulation depend on ensuring that firms have proper internal risk controls 
in place and that these are independently reviewed and verified. Those basics of 
smart regulation have not changed over time, and we look forward to working with 
the Commission to prioritize initiatives aimed at protecting customers. 

Dodd-Frank Rulemaking 

Turning now to Title VII of the Dodd-Frank Act, FIA broadly supports the regu- 
latory goals set out therein, which are designed to implement the G20 commitment 
that: 

All standardised OTC derivative contracts should be traded on exchanges or 
electronic trading platforms, where appropriate, and cleared through central 
counterparties by end 2012 at the latest. OTC derivative contracts should be re- 
ported to trade repositories. 

As with the regulated futures markets, centralized trading and clearing of swaps 
will reduce financial and operational risks of all market participants and bring nec- 
essary transparency to this critical segment of our financial system. 

FIA has been an active participant in the rulemaking process undertaken by the 
Commission over the past 2 years, filing more than 50 comment letters and taking 
part in several Commission staff roundtables. We have also met numerous times 
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with the Commissioners and Commission staff on various issues, which meetings 
have been reported on the Commission’s website. 

Our comments have generally been supportive of the regulatory goals, while (i) 
seeking clarification of the obligations that would be imposed under certain provi- 
sions, (ii) noting the operational burdens in complying with others, (hi) raising cost- 
benefit issues where appropriate, and (iv) recommending alternatives that would 
achieve the Commission’s regulatory goals more effectively and efficiently. Our aim 
is smarter regulation, not necessarily less regulation. 

I should emphasize that our concerns are not limited to swap-related 
rulemakings. Although the primary focus of Title VII is the over-the-counter swaps 
markets, the Commission’s rules also require FCMs to restructure significantly the 
way in which they have been conducting their regulated futures businesses for dec- 
ades and, in the process, to undertake substantial changes to their record-keeping 
and reporting systems. Several such rules, discussed below, have posed a significant 
challenge to both FCMs and the Commission. 

Large Trader Reports. In July 2011, the Commission published rules requiring 
large trader reports for swaps and swaptions on physical commodities, which be- 
came effective on September 20, 2011. The rules raised a number of questions for 
which the industry sought midance from the Commission staff. However, it was not 
until December 2011 that the staff was able to issue a Guidebook that provided ad- 
ditional guidance and detailed instructions for submitting large swaps trader re- 
ports to the Commission. In May 2012, the staff issued a revised Guidebook. Be- 
cause of broad uncertainty surrounding compliance in this area, the Commission 
staff has found it necessary to issue temporary relief from the large trader reporting 
requirements five times. 

Position Limits and the Aggregation of Positions. The Commission’s rules estab- 
lishing position limits for 28 exempt and physical commodities generally require 
that, unless a particular exemption applies, a person must aggregate all positions 
for which that person controls the trading decisions with all the positions for which 
that person has a ten percent or greater ownership interest in an account or posi- 
tion, even if the person does not control trading in the other accounts. In May, in 
response to a petition from the Working Group of Commercial Energy Firms and 
the Commercial Energy Working Group (Working Groups), the Commission pro- 
posed to amend its policy requiring the aggregation of positions. As proposed to be 
amended, the aggregation policy would permit persons with an ownership that does 
not exceed 50 percent to file for disaggregation relief, if they can demonstrate inde- 
pendence by meeting Commission-established criteria. 

In support of their petition, the Working Groups argued, among other things, that 
the rules would force information sharing and the coordination of trading between 
entities that would be contrary to existing best practices for antitrust compliance. 
Moreover, entities with complex corporate structure arrangements that include es- 
tablished information barriers to ensure compliance with other regulatory require- 
ments would face significant costs to monitor positions on an intra-day basis, not- 
withstanding the current lack of control over such trading. 

FIA supported the Working Groups’ petition and is pleased that the Commission 
has proposed to amend its aggregation policy. Nonetheless, we believe the proposed 
amendment does not go far enough. The Commission should permit disaggregation 
without regard to ownership interest when entities can demonstrate separate man- 
agement and control of trading and positions. 

Such a policy is consistent with section 4a of the Act, which calls for aggregation 
of positions that are subject, directly or indirectly, to common control. Section 4a 
does not require aggregation of positions arising from common ownership. Such a 
policy would also recognize commercial reality in an economy in which companies 
have passive ownership interests in scores, if not hundreds, of companies. Without 
coordinated trading, there is no increased risk of excessive speculation or manipula- 
tion. 

A decision on the proposed amendment to the Commission’s aggregation policy is 
only one of several issues on which the industry requires guidance before it can de- 
velop the systems necessary to implement the Commission’s position limit rules. 
Other critical open issues include: (i) the scope and logistics of grandfathering exist- 
ing futures and swaps positions; (ii) the scope of grandfathered risk management 
positions; (hi) the scope of bona fide hedging transactions; and (iv) the unavailability 
of technology necessary to monitor for compliance with position limits intra-day. To 
date, however, the Commission has not provided a forum for working through these 
issues, leaving the industry struggling with how it is to comply with this rule. 

Legally Separate Operationally Commingled (LSOC) Rules. More recently, the in- 
dustry has been meeting with representatives of the several derivatives clearing or- 
ganizations (DCOs) that clear swaps to discuss the operational issues that arise in 
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implementing the Commission’s rules for providing protection for cleared swaps cus- 
tomer collateral. 

On their face, these rules, commonly referred to as the LSOC rules, appear rel- 
atively straightforward and FIA has supported the adoption of this new framework. 
Each day, clearing member FCMs must provide to the DCOs at which customer po- 
sitions are carried information regarding (i) the identity of the customers whose po- 
sitions make up the omnibus account, (ii) the positions carried on behalf of each cus- 
tomer, and (iii) the value of the margin posted with the DCO that supports each 
customer’s portfolio of positions. Nonetheless, a number of very difficult operational 
questions have arisen that will take time to resolve. Until they are, there is not 
enough certainty or consensus on certain fundamental issues to permit FCMs and 
DCOs to build the systems necessary to implement the LSOC rules, which are 
scheduled to go into effect in November. 

Core Principle 9. Certain pending rules also threaten to have a significant impact 
on the conduct of regulated futures activities. One such rule is the proposed rule 
implementing Core Principle 9. This principle requires a designated contract market 
(DCM) to provide “a competitive, open, and efficient market and mechanism for exe- 
cuting transactions that protects the price discovery process of trading in the cen- 
tralized market.” To implement this principle, the Commission has proposed to pro- 
hibit a DCM from continuing to list a futures contract unless at least 85 percent 
of the volume in such contract is traded through the DCM’s centralized order book. 
If a futures contract no longer met the 85 percent test, the DCM would be required 
to de-list the contract and either liquidate the open positions or transfer the posi- 
tions to a swap execution facility. 

This simple renaming of the instrument from a future to a swap would have dra- 
matic effects, including substantially increasing the amount of initial margin re- 
quired by the DCO to open the position and changing the teix treatment of the con- 
tract for non-hedge positions. Consequently, as we noted in our comment letter on 
the proposed rule, adoption of the proposed rule would result in significant legal and 
regulatory uncertainty and would have the curious effect of placing the regulated 
futures markets at a competitive disadvantage to the cleared swaps markets. In par- 
ticular, start-up exchanges and new product offerings would find it difficult to meet 
this litmus test, thus lessening competition and innovation in the industry. Again, 
this rulemaking was not mandated by Dodd-Frank and its primary aim is the fu- 
tures markets, not the swaps market where the financial crisis largely stemmed. 

Cross-Border Guidance. More recently, the Commission has published for com- 
ment what it has termed interpretative ^idance on the cross-border application of 
certain swaps provisions of the Commodity Exchange Act. The interpretative guid- 
ance is not a “rule” under the Administrative Procedure Act and, therefore, does not 
require the Commission to conduct a cost-benefit analysis before adopting it as final. 
Although we are still studying its terms, it is evident that the Commission has pro- 
posed to adopt a broad interpretation of the definition of a “U.S. person” and of the 
activities that would be deemed to have “a direct and significant connection with 
activities in, or effect on, commerce of the United States.” The result would be a 
complex and confusing regulatory scheme that would expose U.S. FCMs and swap 
dealers to considerable regulatory risk and would effectively extend the CFTC’s 
reach into many jurisdictions around the world. It is imperative that the CFTC clar- 
ify this guidance before the registration and other Dodd-Frank requirements go into 
effect so that firms understand and can plan for the scope of Dodd-Frank’s impact 
on their global businesses. 

Implementation Timetable. In light of this complex and legally uncertain regu- 
latory environment, we believe it is essential that the Commission follow the lead 
of the Securities and Exchange Commission (SEC), which developed and recently 
published for comment an implementation policy statement. As Robert Cook, the Di- 
rector of the SEC’s Division of Trading and Markets, explained in testimony last 
week, the policy statement sets out the order in which the SEC expects to require 
compliance by market participants with the final rules to be adopted under Title 
VII, with the goal of avoiding “the disruption and cost that could result if compli- 
ance with all rules were required simultaneously or haphazardly.” 

The implementation policy statement divides the final rules to be adopted by the 
SEC into five broad categories and describes the interconnectedness of the compli- 
ance dates of the final rules within each category, and where applicable, the impact 
of compliance dates of final rules within one category upon those of another cat- 
egory. The statement emphasizes that those subject to the new regulatory require- 
ments arising from these rules will be given adequate, but not excessive, time to 
come into compliance with them. 

This is not a new idea. CFTC Commissioners have urged the Commission to adopt 
a similar policy statement, as have numerous market participants and trade asso- 
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ciations, including FIA. However, time is running out. Unless the Commission acts 
promptly to establish a well-designed implementation policy, a substantial number 
of substantive rules will come into effect in the next few months in a haphazard 
manner, imposing a substantial burden on the industry and exposing the industry 
to significant risk of enforcement proceedings. In this latter regard, in order to as- 
sure that market participants acting in good faith to comply with these rules are 
not unnecessarily exposed to the threat of enforcement action, it is essential that 
the Commission provide all market participants with “adequate, but not excessive, 
time to come into compliance” with these rules. 

I want to point out that the challenges that the industry is facing in imple- 
menting the Dodd-Frank Act have been exacerbated by the Commission’s decision 
to move forward concurrently with significant rule proposals that are unrelated to 
the Dodd-Frank Act. I have already mentioned the Core Principle 9 rulemaking, 
which was not a mandated rule by Dodd-Frank. Another such proposal is the Com- 
mission’s proposal to require DCMs and other reporting entities to file ownership 
and control reports (OCR) to the Commission on a weekly basis. As originally pro- 
posed, the OCR rules would have required FCMs to collect and report a substantial 
amount of information that either is not collected in the manner the Commission 
anticipated or is not collected at all. As a result, the proposed rules would have re- 
quired a complete redesign of the procedures, processes and systems pursuant to 
which FCMs create and maintain records with respect to their customers and cus- 
tomer transactions. 

To prepare our comment letter on the proposed OCR rules, FIA formed an OCR 
Working Group to analyze their potential impact. We found that the median firm 
would face total costs of roughly $18.8 million and ongoing costs of $2.6 million an- 
nually. These costs, combined with the unwarranted structural change in the con- 
duct of business among U.S. futures markets participants that the proposed rules 
would require, could force a number of FCMs to withdraw from the business and 
raise the harrier to entry for potential new registrants. 

In its comment letter, FIA presented an alternative OCR proposal that we believe 
would achieve the essential regulatory purposes of the Commission’s proposed rules. 
The cost of the alternative OCR was considerably less than the estimated cost of 
implementing the OCR rules, but they are substantial nonetheless. FIA and the 
DCMs continued talking with Commission staff following the comment period. The 
Commission recently proposed a revised OCR structure that we understand is closer 
to the alternative that the industry recommended. We look forward to analyzing the 
proposal. 

We must emphasize that the FIA alternative was not developed within the 60 day 
comment period originally proposed by the Commission. It took several months of 
detailed analysis by industry representatives who otherwise perform critical oper- 
ational and risk management responsibilities in their firms. We also want to empha- 
size that the OCR rule exemplifies a broader problem; the firms are being over- 
whelmed with the volume and complexity of the record-keeping and reporting pro- 
grams they are being asked to implement in a very short time frame. 

Another rulemaking not directly mandated by Dodd-Frank is the Commission’s re- 
cent adoption of rule 1.73 requiring clearing member FCMs to establish risk-based 
credit limits for all customers and implement procedures to screen all orders for 
compliance with these limits prior to execution. In particular, an FCM would be re- 
quired to screen by automated means all orders received or executed by automated 
means. However, no systems currently employed by, or available to, clearing mem- 
ber FCMs, or the DCMs on which the trade may be executed, permit a trade to be 
screened prior to execution for its potential effect on the customer’s existing portfolio 
of positions. Risk management systems are designed to monitor a customer’s risk 
on a post-execution/post-cleared basis. Moreover, the rule appears to require signifi- 
cant changes in the operational and contractual relationships among clearing mem- 
ber FCMs, executing brokers and investment managers as well as substantial sys- 
tems changes. 

FIA is requesting the Commission staff to clarify the intended scope of the rule, 
and we are hopeful that the staff will approve an interpretation of the rule that will 
be technologically practicable, while meeting the Commission’s regulatory goals. 

Conclusion. These are challenging and difficult times for our industry, not only 
due to the regulatory changes described above but also due to fundamental shifts 
in the business model that underlies the futures industry. With depressed futures 
volumes, historically low interest rates, and an ultra-competitive pricing model, 
FCMs are under tremendous strain financially. Many are concerned that the busi- 
ness is reaching a point where it cannot absorb additional costs without a seismic 
shift in the model — whether that is significant consolidation among FCMs or FCMs 
leaving the business altogether. This would have the unfortunate effect of limiting 
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customer choice and reducing the number of firms that backstop the clearing sys- 
tem, making it more vulnerable to catastrophic losses. So as we consider regulatory 
changes, it would be wise to carefully weigh the costs of any new regulatory man- 
dates and concentrate our resources on implementing the highest priority reforms 
ahead of all the rest. 

As discussed above, the industry is working against a short deadline while faced 
with considerable uncertainty about how the Commission plans to implement a wide 
swathe of its rules and how those rules will fit in a global regulatory structure. As 
we move forward, it is essential that the unintended consequences of any reforms 
be eliminated and the many positives that this industry has delivered to the cus- 
tomers of our markets be preserved. 

Thank you and I will be happy to answer any questions. 

Mr. Conaway. Mr. Lukken, thank you. 

Mr. Heck for 5 minutes. 

STATEMENT OF JOHN M. HECK, SENIOR VICE PRESIDENT, 

BUSINESS DEVELOPMENT, THE SCOULAR COMPANY; 

MEMBER, EXECUTIVE COMMITTEE AND BOARD OF 

DIRECTORS, NATIONAL GRAIN AND FEED ASSOCIATION, 

OMAHA, NE 

Mr. Heck. Thank you, Mr. Chairman and Members of the Com- 
mittee. I am John Heck, Senior Vice President of the Scoular Com- 
pany. I appear today testifying on behalf of the National Grain and 
Feed Association. We appreciate the opportunity to appear before 
the Committee today. 

I serve as Co-Chairman of the NFGA’s MF Global Task Force, 
which was formed to develop responses and recommendations in re- 
sponse to the failure of MF Global. Many NGFA member firms 
have been deeply affected by the liquidation of MF Global. Cus- 
tomer accounts were frozen, then transferred to other FCMs in cha- 
otic fashion and with a dearth of information to customers so they 
could possibly manage their financial exposure. These customer 
funds were required to be segregated and held safe by MF Global. 
We believed for years that segregated customer funds were com- 
pletely safe but now we see that was not the case. The unprece- 
dented loss of customer funds has led to a loss of confidence in fu- 
tures markets. 

Our task force asked the question: was MF Global a one-time sit- 
uation or is the level of customer risk still significant? Unfortu- 
nately, we know today that serious risk still is present. The appar- 
ent long-term fraud and misappropriation of customer funds at 
Peregrine Financial Group highlights the need for more effective 
regulatory oversight and enhanced safety for customer funds. The 
cumulative effect of MF Global and now the PFG failure, especially 
at a time when regulators were on heightened alert, has been a 
huge loss of confidence in regulators and in the rules that protect 
customers. We believe steps should be taken to help restore con- 
fidence and improve customer protection now. 

In early April, the NGFA submitted preliminary recommenda- 
tions to the CFTC for enhanced reporting, transparency and ac- 
countability. Those recommendations are attached to my written 
testimony in addition to a second set of recommendations we sub- 
mitted last month to leadership of the House and Senate Agri- 
culture Committees. I would like to highlight several of these 
today. 
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The Commodity Exchange Act, CFTC regulations and the Bank- 
ruptcy Code should be harmonized for greater clarity and to avoid 
interpretative inconsistencies. Second, strengthen the CFTC’s au- 
thority to appoint a trustee who exclusively represents the inter- 
ests of commodity customers in a bankruptcy. Third, the Bank- 
ruptcy Code should state clearly that customers with segregated 
funds always are first in line for distribution of funds. Fourth, the 
Bankruptcy Code should include authority for commodity customer 
committees in an FCM liquidation. And last, safe-harbor provisions 
of the Bankruptcy Code should not limit powers of a trustee to re- 
cover customer funds. Reforming the Bankruptcy Code is a major 
undertaking. We would welcome working with other organizations 
that have similar goals so Congress can act on legislation soon. 

The NGFA also recommends establishment of a new type of vol- 
untary account structure that fully segregates customer assets. 
Full segregation will result in additional costs so we suggest the 
use of such accounts would be on a voluntary basis at the agree- 
ment of an FCM and its customers. We believe that a pilot pro- 
gram could be implemented quickly and without legislation, and we 
would find a useful way to test the mechanics of this new account 
structure and begin to judge its true costs and benefits. 

Because full segregation might not be attractive to all customers, 
the NGFA also recommends that insurance coverage be extended 
to commodity futures customers in much the same way that insur- 
ance protection now exists for securities customers under the SIPC. 

I would like to close my testimony with some comments about a 
proposed rule by the CFTC that has generated serious and wide- 
spread concern among NGFA member firms and agricultural pro- 
ducers. It has also been mentioned by a Member of the Committee 
this morning. It would require that any member of a designated 
contract market like the Chicago Board of Trade or the Kansas 
City Board of Trade record all oral communications that could lead 
to a cash transaction and keep records for CFTC inspection for 5 
years. Many country elevators would be required to record tele- 
phone conversations with farmers about possibly entering into a 
forward cash contract to purchase the farmer’s grain, even though 
forward contracts are specifically exempted in the Commodity Ex- 
change Act from CFTC’s jurisdiction. This proposal would require 
substantial new investment in communications technology for 
many small businesses. In addition, it would create a bifurcated 
cash marketplace in which some grain purchasers would be re- 
quired to record communications and maintain records while others 
would not be covered by the rule. We are happy to hear the Com- 
missioner’s comments this morning that he may be able to dial 
back on those requirements. 

Thank you for the opportunity to share the views of the National 
Grain and Feed Association. I would be happy to respond to any 
questions. 

[The prepared statement of Mr. Heck follows:] 
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Prepared Statement of John M. Heck, Senior Vice President, Business 

Development, The Scoular Company; Member, Executive Committee and 

Board of Directors, National Grain and Feed Association, Omaha, NE 

Good morning, Chairman Lucas, Ranking Member Peterson, and Members of the 
Committee. I am John Heck, Senior Vice President of The Scoular Company in 
Omaha, Nebraska. The Scoular Company, founded in 1892, manages commodity 
supply-chain risk for customers in food, feed and renewable fuel markets. Prom 
more than 70 locations across North America, nearly 700 Scoular employees tailor 
risk-management solutions for their customers by buying, selling, storing, and 
transporting grain and ingredients. 

This morning, I am testifying on behalf of the National Grain and Feed Associa- 
tion (NGFA), the national trade association representing grain elevators, feed manu- 
facturers, processors and other commercial businesses that utilize exchange-traded 
futures contracts to hedge their risk and to assist producer in their marketing and 
risk management strategies. We appreciate the opportunity to testify before the 
Committee today. 

I serve on the NGFA’s Executive Committee and Board of Directors, and I also 
serve as Chairman of the Association’s Finance and Administration Committee. 
More recently, I was asked to co-chair the NGFA’s MF Global Task Force, formed 
to develop responses and recommendations to the failure of MF Global. Our prior- 
ities are to advocate regulatory and policy changes that will help ensure that an- 
other similar situation does not recur and to enhance protections for commodity fu- 
tures customers. 

Many NGFA-member firms have been deeply affected by the MF Global Holdings 
bankruptcy and the subsequent liquidation of futures commission merchant (FCM) 
MF Global Inc. Following the bankruptcy, customers’ accounts were frozen, then 
transferred to other FCMs in chaotic fashion and with a dearth of information to 
help customers manage their financial exposure. Today, another distribution of 
funds from the MF Global trustee has begun with the goal of bringing all commodity 
customer distributions to about 80% of account value, but many firms still have re- 
ceived only 72% of their funds with no assurance they ever will be made whole. 

It is worth emphasizing again that these customer funds were required to be seg- 
regated and held safe by MF Global. Our industry had believed for years that seg- 
regated customer funds were completely safe, but we now see that was not the case. 
The unprecedented loss of customer funds in the MF Global debacle has led to a 
loss of confidence in futures markets and in the ability of the current system to pro- 
tect customer funds. 

As our Task Force considered regulatory and policy changes in the aftermath of 
MF Global, we asked ourselves: “Was MF Global a one-time situation, or is the level 
of customer risk still significant? Did the MF Global failure and its consequences 
rise to the level that merited significant change?” 

Unfortunately, we know today that serious risk still is present. The discovery of 
apparent long-term fraud and misappropriation of customer funds at Peregrine Fi- 
nancial Group (PFG) highlights again the need for more effective regulatory over- 
sight and meaningful change that will provide additional safety for customer funds 
both before a failure occurs and in the event of future FCM liquidations. 

We are still awaiting details of the situation surrounding the PFG situation. On 
its face, the PFG failure appears to have some key differences from MF Global — 
namely, that customer funds were intentionally misappropriated for a variety of ille- 
gitimate purposes over a very long period of time. However, the cumulative effect 
of MF Global and PFG failures within a relatively short time — and especially the 
failure of PFG at a time when regulators presumably were on heightened alert for 
problems — has been a huge loss of confidence in regulators and in the adequacy of 
current rules to protect customer funds. We look forward to a full explanation by 
regulators of exactly what happened at PFG. In the meantime, we believe there are 
steps that should be taken to begin restoring confidence and to bolster protections 
for segregated customer funds. 

In early April, the NGFA submitted to the Commodity Futures Trading Commis- 
sion (CFTC) preliminary recommendations for enhanced reporting, transparency 
and accountability. Generally, these recommendations were developed with the in- 
tent of assisting customers by providing them with more information to evaluate 
FCMs with whom they do business. In addition, several of our recommendations 
were aimed at requiring greater scrutiny by the CFTC and self-regulatory organiza- 
tions of FCM practices and financial reporting, and requiring FCMs to develop and 
adhere to policies and procedures that rigorously will ensure proper safeguarding 
of customer funds. Those recommendations are attached, and I would be happy to 
discuss them in greater detail. 
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Late last month, the NGFA submitted a second set of recommendations to leader- 
ship of both the Senate and House Agriculture Committees. These recommendations 
involve significant changes in customer account structure, reforms to the U.S. Bank- 
ruptcy Code to enhance customer rights and protections, and the potential extension 
of insurance coverage to commodity futures customers. The NGFA’s letter transmit- 
ting our latest recommendations is attached, and I would like to highlight several 
of our recommendations today: 

Reforms to the U.S. Bankruptey Code 

• The Commodity Exchange Act, CFTC regulations and the Bankruptcy Code 
should be harmonized to provide greater clarity and avoid interpretive incon- 
sistencies in the event of future FCM liquidations. 

• The CFTC’s authority to appoint a trustee to represent exclusively the interests 
of commodity customers should be strengthened. In a situation like MF Global, 
where over 95% of assets and accounts affected were those of commodities cus- 
tomers, we believe the CFTC should play a larger role and that a trustee with 
commodities expertise should be involved. 

• The Bankruptcy Code should state clearly that customers always are first in 
line for distribution of funds, ahead of creditors, and that all proprietary assets 
of affiliates should go to reimburse segregated customer accounts first. 

• The Bankruptcy Code clearly should state authority for establishment of com- 
modity customer committees to represent their interests in an FCM liquidation. 

• Regardless of the intent behind transfer of customer funds, “safe harbor” provi- 
sions of the Bankruptcy Code should not limit powers of a trustee to recover 
customer funds. 

We understand that significant reforms to the U.S. Bankruptcy Code are a major 
undertaking. For that reason, the NGFA would welcome working together with 
other organizations that have similar goals in order that legislation can be moved 
expeditiously by Congress. 

Fully Segregated Customer Accounts 

Current legal authority provides for pro rata distribution by the trustee of cus- 
tomer property that was held by a failed FCM. That means that all customers must 
share equally in losses in the event of a shortfall of funds. The NGFA recommends 
establishment of a new type of account structure for use by FCM customers on a 
voluntary basis that provides for full segregation of customer assets, not commin- 
gled with FCM funds or other customer funds. It will be important in establishing 
a new fully-segregated structure that customer funds not fall under the “customer 
funds” definition in the Bankruptcy Code, thereby exposing them to pro rata dis- 
tributions and loss-sharing. Creation and maintenance of fully-segregated accounts 
necessarily will result in some additional costs that likely will be borne by cus- 
tomers. For that reason, we prefer that use of such accounts would be on a vol- 
untary basis, at the agreement of an FCM and its customers. 

We believe that a pilot program would be a useful way to test the mechanics of 
this new account structure and to begin to judge its true costs. The NGFA will look 
to work with commodity customers, FCMs, lenders and regulators to identify poten- 
tial participants. We believe a pilot program leading to fully-segregated accounts 
can he implemented relatively quickly without the need for legislation. 

Insurance for Commodity Futures Customer Accounts 

Because a fully-segregated account structure may not prove to be a practical alter- 
native for all customers, the NGFA also has recommended that insurance coverage 
be extended to commodity customers, in much the same way that insurance protec- 
tion currently exists for securities customers under the Securities Investor Protec- 
tion Corporation (SIPC). Details involving the appropriate level of coverage and 
funding will need to be determined, but we believe the added protection for cus- 
tomers will be perceived as significant and meaningful in today’s environment. 

Dodd-Frauk Implemeutatiou 

Finally, I would like to share with the Committee the NGFA’s views on the ongo- 
ing implementation by CFTC of the Dodd-Frank law. We believed from the begin- 
ning that agriculture, and the use of agricultural risk management tools, had noth- 
ing to do with the financial crisis that served as the catalyst for passage of Dodd- 
Frank. Responding to the barrage of proposals from the CFTC to implement Dodd- 
Frank has required much time and effort by agriculture and agribusiness firms. 

While some uncertainties still exist in how the law will be implemented by the 
CFTC, the NGFA generally has appreciated the Commission’s openness and respon- 
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siveness to agriculture and agribusiness concerns. However, I would like to close my 
testimony with some comments about one proposal that has generated serious and 
widespread concern among NGFA-member firms and the agricultural producers 
with whom they work so closely. 

Briefly, the proposal would require that any member of a designated contract 
market (DCM) — like the Chicago Board of Trade, Kansas City Board of Trade or 
Minneapolis Grain Exchange — record all oral communications that could lead to a 
cash transaction. In addition, records would need to be kept for CFTC inspection 
for up to 5 years, identifiable by counterparty and transaction. There are several 
problems with the proposal as currently written: 

• The proposal would require, for example, a country elevator operated by a com- 
pany that is a member of a commodity futures exchange to record telephone 
conversations with farmers about a forward cash contract — contracts that spe- 
cifically are exempted in the Commodity Exchange Act from CFTC’s jurisdic- 
tion. Taken even farther, a country elevator manager’s conversation behind the 
stands at the high school football game on Friday night with a farmer in the 
community about bu 3 dng cash grain the next day would be required to be re- 
corded. Clearly, this would constitute a huge expansion of CFTC’s authority in 
the cash marketplace. 

• Country elevators are not equipped with the technology to record conversations 
and maintain a record of them. The proposal would require a huge new invest- 
ment in communications technology for many small businesses. 

• The proposal would create a bifurcated cash marketplace in which some grain 
purchasers would be required to record communications and maintain records, 
while others not operated by a member of a DCM would not be covered by the 
rule. Will a farmer call the elevator where all conversations must be recorded 
and records kept for CFTC inspection, or the elevator down the road where no 
such requirement exists? Serious competitive issues are involved. 

The NGFA respectfully suggests that the enforcement goals of the Commission 
can be effectively accomplished and better served without this huge new intrusion 
into the cash grain marketplace. 

Thank you for the opportunity to share the views of the National Grain and Feed 
Association. I would be happy to respond to any questions. 

Attachment 1 


April 2, 2012 

Hon. Gary Gensler, 

Chairman, 

Commodity Futures Trading Commission, 

Washington, D.C. 

Dear Chairman Gensler: 

The demise of MF Global has shaken the confidence of many futures market par- 
ticipants with regard to the safety of segregated customer funds. Many NGFA-mem- 
ber companies continue to struggle to recover their funds and property. 

The NGFA respectfully submits the following preliminary recommendations as 
first steps to begin re-establishing confidence among futures market participants 
and to help safeguard customer funds. However, it is extremely important that 
these types of changes — designed to enhance reporting, transparency and account- 
ability, with recommendations we believe should be relatively easily implemented — 
are not the end of efforts to ensure that another MF Global-type situation never re- 
curs. 

The NGFA’s MF Global Task Force continues its work to examine various models 
for segregating and safeguarding customer funds; to explore the viability and costs 
of extending insurance coverage to commodities accounts; and to analyze potential 
changes to the U.S. Bankruptcy Code to provide customers with needed protection, 
especially to protect customer segregated funds from being swept into liquidation 
proceedings and to ensure that “safe harbor” rules under the Bankruptcy Code 
aren’t used to preclude retrieving customer funds. We expect to issue additional rec- 
ommendations in these areas soon. In all these efforts, our bedrock principle will 
be: 

“Customers Come First” 

The preliminary recommendations of the NGFA are as follows: 
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• The CFTC should require daily reporting of segregated fund positions by FCMs 
to both their Self-Regulatory Organization (SRO) and to the CFTC. 

• The CFTC should require daily reporting of segregated fund investments by 
FCMs, detailed by maturity and quality, to both their SRO and to the CFTC. 

• The CFTC should conduct a formal review of FCM investment options for cus- 
tomer funds, with a view to whether the Commission should further limit allow- 
able investments only to very safe instruments. 

• The CFTC should req^uire reporting by FCMs to their SRO and to the CFTC 
of significant changes in investment policies or holdings. 

• FCMs should be required to provide greater transparency to customers of where 
customer funds are invested, potentially achieved through means such as post- 
ing on the CFTC website, FCM websites and/or publication in a customer “pro- 
spectus.” 

• The CFTC and SROs should enhance monitoring of FCM reporting. Both regu- 
lators should conduct more detailed and more frequent audits, and unan- 
nounced spot checks of FCMs. 

• To assign accountability and to aid in establishing that fraudulent activity has 
occurred in the event customer funds are misappropriated, CFTC should require 
the signature of two authorized principals of an FCM {e.g., CEO, CFO or other 
senior officers) to move funds out of segregated customer fund accounts to non- 
customer accounts. 

• FCMs should be required to provide immediate notice to their SRO and to the 
CFTC if the firm moves more than some percentage, to be determined by the 
CFTC, of excess segregated funds to non-customer accounts. 

• FCMs should be required by their SRO to periodically certify policies and proce- 
dures to ensure the safeguarding of customer segregated accounts and compli- 
ance with applicable laws and reflations regarding such accounts. As part of 
all examinations by SROs, principals of FCMs must certify that policies and 
procedures are adequate, effective and being observed by the FCM. At least an- 
nually, SROs should be required by CFTC to review policies and procedures to 
determine adequacy and compliance. 

• A rigorous review by the CFTC of capital requirements for FCMs and broker- 
dealers needs to be conducted, with a view to scrutinizing the current practice 
of allowing double-counting of required capital when a firm operates as both an 
FCM and a broker-dealer. 

We appreciate the opportunity to share these recommendations with you, and we 
look forward to working with you to ensure that customer funds truly are seg- 
regated and safe from future misappropriation. 

Sincerely, 

Matt Bruns, John Heck, 

Chair, Chair, 

Risk Management Committee; Finance and Administration Committee. 

Attachment 2 


June 29, 2012 

Hon. Frank D. Lucas, Hon. Collin C. Peterson, 

Chairman, Ranking Minority Member, 

House Committee on Agriculture, House Committee on Agriculture, 

Washington, D.C.; Washington, D.C. 

Dear Chairman Lucas and Ranking Member Peterson: 

As you are well aware, companies and individuals that were customers of MF 
Global Inc.’s futures business continue to deal with the aftermath of parent com- 
pany MF Global Holdings’ bankruptcy and the subsequent liquidation of the futures 
commission merchant (FCM). Most customers so far have received distributions 
from the trustee of about 72% of their funds — funds that were supposed to have 
been segregated and protected — with no assurance of being made whole. 
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Shortly following MF Global’s demise, the National Grain and Feed Association 
(NGFA) established a task force to formulate recommendations for change to help 
ensure that another MF Global-type situation does not occur. On April 2, we sub- 
mitted to Congress and to the Commodity Futures Trading Commission (CFTC) a 
number of preliminary recommendations for enhanced reporting, transparency and 
accountability (attached).* We are pleased that the CFTC and the regulated ex- 
changes have begun to implement some changes quite similar to the NGFA’s pre- 
liminary recommendations. 

This letter transmits a second set of NGFA policy recommendations. Many of 
these changes will require action by Congress and/or the CFTC, and we urge expedi- 
tious consideration to protect customers’ funds and to reinforce the principle that 
“Customers Come First.” 

The NGFA’s recommendations are as follows: 

Reforms to U.S. Bankruptcy Code — The NGFA believes strongly that reforms 
to the U.S. Bankruptcy Code are critically important to preserving customers’ rights 
and protecting customers’ assets in the event of future FCM insolvencies. To that 
end, the NGFA recommends the following statutory changes: 

• Generally, the Bankruptcy Code provides a limited description of the liquidation 
process of a commodity futures broker. The Commodity Exchange Act and bank- 
ruptcy regulations drafted by the CFTC provide much greater and more de- 
tailed guidance for the liquidation of a commodity broker or FCM. The NGFA 
recommends that Part 190 regulations of the CFTC should be incorporated into 
Subchapter IV of Chapter 7 of the Bankruptcy Code to harmonize the statutes 
and avoid interpretative inconsistencies. 

• Under SIPA, the SIPC is authorized to select a trustee and to oversee the trust- 
ee’s compensation, while the CFTC has a limited role. Further, the SIPA trustee 
is obligated to protect the interests of both securities and commodities cus- 
tomers. In order to strengthen commodity customer protection, the NGFA rec- 
ommends that CFTC should have a specifically identifiable role in the liquida- 
tion of an FCM. The CFTC should have the authority to appoint its own trustee 
to represent exclusively the interests of commodities customers. (This rec- 
ommendation is not intended as a criticism of the SIPA trustee appointed to 
oversee liquidation of MF Global Inc. However, in a case where over 95% of the 
assets and accounts affected were those of commodities customers, we believe 
the CFTC should play a much larger role.) 

• Currently, an FCM is required to keep customer funds segregated from the 
firm’s proprietary funds, but customer property is commingled. As a result, 
under the current statutory scheme, all customers share pro rata in the event 
of a shortfall. The NGFA recommends that the Bankruptcy Code should state 
clearly that customers always are first in line for distribution of funds, ahead 
of creditors, and that all proprietary assets including those of affiliates must go 
to customers first. Knowing that their claims could be subordinated in the event 
of a shortfall would provide incentives to the FCM and any controlling parent 
firm to ensure adequate internal controls to prevent segregation violations. Fur- 
ther, this provision would provide clarity to regulators and to the courts in 
terms of prioritization of claims, an area in which precedent has not been estab- 
lished. 

• In the MF Global situation, creditor committees were established under the MF 
Global Holdings Chapter 7 proceeding, but there was no statutory provision 
under the SIPA liquidation of the MF Global Inc. FCM for establishment of cus- 
tomer committees. The NGFA recommends that the Bankruptcy Code expressly 
should authorize the establishment of customer committees to represent cus- 
tomer interests. 

• Under current bankruptcy law, powers of a trustee to recover customer funds 
are limited under so-called “safe harbor” provisions unless actual intent to de- 
fraud customers/creditors can be shown. The NGFA strongly recommends that 
any transaction involving the misappropriation of an FCM’s customer property 
should not be protected under safe harbor provisions, regardless of the intent 
behind a fund transfer. 

We are aware that other organizations also are working toward specific rec- 
ommendations for changes in the Bankruptcy Code that will enhance customer pro- 
tections. The NGFA would welcome the opportunity to work cooperatively with such 
groups to develop consensus reforms that can be moved by Congress expeditiously. 


* Editor’s note: the document referred to is the preceding attached letter dated April 2, 2012. 
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Fully Segregated Customer Accounts — Currently, the Commodity Exchange 
Act and U.S. Bankruptcy Code provide for pro rata distribution of all customer prop- 
erty that was held by a failed futures commission merchant (FCM). In the case of 
ME Global, the result has been that former customers of the firm so far have re- 
ceived only 72% of their supposedly safe segregated funds back through distribu- 
tions from the trustee, with no assurance that they ever will receive all of their 
funds. We believe strongly that a new type of account structure needs to be estab- 
lished for use by FCM customers on a voluntary basis that will shield customer as- 
sets from pooled losses in the event of an FCM bankruptcy. 

It will be of paramount importance in establishing this new structure that fully- 
segregated customer funds not fall under the “customer funds” definition of the 
Bankruptcy Code, thereby exposing them to pro rata distributions (as discussed 
above in recommendations for changes in the Bankruptcy Code.) 

Creation of a fully-segregated account structure necessarily will result in some ad- 
ditional costs that likely will be borne by customers utilizing this voluntary option. 
If that is the case, it is likely that some customers will opt for the added protections 
despite extra costs, and some customers will be unwilling or unable to bear those 
extra costs. For that reason, we propose that the full-segregation option be utilized 
on a voluntary basis at the agreement of an FCM and its individual customers. The 
NGFA will look to work with like-minded organizations to design a full-segregation 
option that responds to customer needs. 

Pilot Program for Full-Segregation Option — We suggest that a pilot program 
involving commodity futures customers, FCMs, banks and regulators could be a use- 
ful means of testing the mechanics and beginning to judge the true costs of a full- 
segregation structure — and in the process, moving as quickly as possible toward a 
more generally available full-segregation option for customers. The NGFA rec- 
ommends a pilot program at the earliest possible date, and commits here to working 
with its member firms, the CFTC and other parties to identify potential partici- 
pants. 

SIPC-Like Insurance for Commodity Futures Customer Accounts — Be- 
cause the full-segregation option discussed above may not prove to be a practical 
alternative for all market participants, the NGFA recommends that insurance cov- 
erage in the event of an FCM bankruptcy be extended to commodity futures ac- 
counts similar to that currently provided for securities customers. 

Much in the way that the Securities Investor Protection Corporation (SIPC) has 
provided insurance protection for securities accounts, the NGFA recommends cre- 
ation of a similar structure for commodities. We believe that a significant fund could 
be established through very modest dedicated assessments on commodity futures 
transactions. Details concerning the appropriate size of such a fund and the appro- 
priate level of assessment will need to be determined, but we believe the customer 
protections provided will be significant and meaningful to market participants. 

The NGFA does not recommend herein whether housing a commodity futures in- 
surance fund within the existing structure of the SIPC is the correct solution, or 
whether a new and separate entity resembling the SIPC but dedicated to providing 
insurance protection for commodity futures accounts should be established. How- 
ever, we believe strongly that insurance protection for commodity futures accounts 
should be established, action that likely will require authorizing legislation. We look 
forward to working with Congress to achieve that goal. 

We look forward to working with Congress, the CFTC and other stakeholders to 
achieve the afore-mentioned changes with the goal of protecting customer funds, 
both prior to and following a bankruptcy or an FCM insolvency. Please do not hesi- 
tate to contact the NGFA with any questions. 

Sincerely, 

Ul/lccU 

Matt Bruns, John Heck, 

Chair, Chair, 

Risk Management Committee; Finance and Administration Committee. 

The Chairman [presiding.] Thank you, sir. 

Mr. Conner, you are recognized for 5 minutes. 
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STATEMENT OF HON. CHARLES F. CONNER, PRESIDENT AND 

CHIEF EXECUTIVE OFFICER, NATIONAL COUNCIL OF 

FARMER COOPERATIVES, WASHINGTON, D.C. 

Mr. Conner. Chairman Lucas, Congressman Boswell, and Mem- 
bers of the Committee, on behalf of the nearly 3,000 farmer-owned 
cooperatives and their producer-members, thank you for the oppor- 
tunity to testify today to discuss implementation of the Dodd-Frank 
Act. 

The over-the-counter markets have given cooperatives and their 
producer members important tools to manage their exposure and 
hedge their risk during the volatile commodity markets that we 
have seen over the last few years. This Committee’s oversight of 
CFTC as they have written the rules regulating the over-the- 
counter markets has been instrumental in ensuring that co-ops and 
farmers continue to have access to those innovative risk-manage- 
ment tools. I would simply like to personally thank you for your 
work and your staffs work in this area. 

This continued oversight is important as the process now turns 
from one of rulemaking to one of compliance. This shift is some- 
thing that NCFC members are now grappling with. They must 
clearly understand the provisions of the regulations while also fig- 
uring out how different regulations will fit together into a coherent 
regulatory framework. Our members are finding it very challenging 
to understand exactly what needs to be done in order to be in com- 
pliance at the end of the day, and of course, they want to be in 
compliance. 

Part of the concern also lies with CFTC’s eventual enforcement 
of new regulations. As we have throughout the process, we do urge 
the CFTC to continue to work closely with industry and take a col- 
laborative approach to compliance. We hope the CFTC will lend a 
hand and help and educate us, not as a regulator looking to make 
an example out of honest mistakes, misunderstandings and over- 
sights but rather as a partner determined to see us meet these re- 
quirements. 

This would be a continuation, Mr. Chairman, of the willingness 
that CFTC has shown to listen to our concerns throughout this 
rulemaking process. As an example, much of the regulatory uncer- 
tainty for farmer co-ops has recently been resolved. Most signifi- 
cant is the definition of swap dealer. The Commission under Chair- 
man Gensler’s leadership took the time to understand farmer co- 
ops and made a significant improvement in the final rule. As such, 
farmer co-ops will not be regulated as swap dealers. 

Other rules that have not yet been finished continue to cause un- 
certainty over the new costs that will be imposed on farmers and 
their co-ops. Incremental increases in cost, whether passed on from 
a swap dealer or imposed directly on the cooperative, of course will 
trickle down and impact our producer-owners. For example, one 
CFTC proposal imposes additional record-keeping requirements in 
the cash commodity markets has been noted. We appreciate Chair- 
man Gensler’s earlier comments stating that he has no intention 
of imposing this new requirement, and we would encourage the 
Committee to follow up on this commitment. 

Other regulatory burdens could also impact our members’ hedg- 
ing activities. For instance, swap dealers who co-ops often use to 
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lay off the risk of offering forward contracts must comply with cap- 
ital and margin requirements, which has not yet been finalized by 
the agency. How these costs will be passed on to end-users remains 
to be seen and again could dramatically impact the cost-effective- 
ness of commercial hedging via the over-the-counter market. 

Finally, Mr. Chairman, there is still a question of whether the 
so-called Prudential Regulators will require bank swap dealers to 
collect margin from end-users. We appreciate very much this Com- 
mittee’s work on this issue, and of course the House passage of the 
Business Risk Mitigation and Price Stabilization Act by an over- 
whelming vote. Clearly, mandatory margin would increase the cost 
again of hedging operations and ultimately discourage this very 
prudent business practice. 

Thank you again for the opportunity to testify today, Mr. Chair- 
man, and I look forward to any questions you may have. 

[The prepared statement of Mr. Conner follows:] 

Prepared Statement of Hon. Charles F. Conner, President and Chief 

Executive Officer, National Council of Farmer Cooperatives, Washington, 

D.C. 

Chairman Lucas, Ranking Member Peterson, and Members of the Committee, 
thank you for the invitation to testify today on the implementation of the Dodd- 
Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act). 

I am Chuck Conner, President and Chief Executive Officer of the National Council 
of Farmer Cooperatives (NCFC). NCFC represents the nearly 3,000 farmer-owned 
cooperatives across the country whose members include a majority of our nation’s 
more than two million farmers. 

Farmer cooperatives — businesses owned, governed and controlled by farmers and 
ranchers — are an important part of the success of American agriculture. They are 
a proven tool to help individual family farmers and ranchers through the ups and 
downs of weather, commodity markets, and technological change. Through their co- 
operatives, producers are able to improve their income from the marketplace, man- 
age risk, and strengthen their bargaining power, allowing individual producers to 
compete globally in a way that would be impossible to replicate as individual pro- 
ducers. 

In particular, by providing price risk management tools to their farmer-owners, 
farmer cooperatives help mitigate commercial risk in the production, processing and 
selling of a broad range of agricultural and food products. America’s farmers and 
ranchers must continue to have access to new and innovative risk management 
products that enable them to feed, clothe and provide fuel to consumers here at 
home and around the world. The ongoing drought across much of the country, which 
is impacting so many producers so severely, once again illustrates the need for a 
multilayered risk management strategy in agriculture. 

We greatly appreciate the ongoing oversight this Committee has provided as the 
Dodd-Frank rules have been written. Your work in encouraging the Commodity Fu- 
tures Trading Commission (CFTC) to ensure that the agriculture industry has af- 
fordable access to innovative risk management tools once the Act is implemented 
is commendable. With your continued leadership, agriculture will hopefully avoid 
being subject to a one size fits all type of regulation intended for Wall Street. 

Cooperatives’ Use of the OTC Market 

As processors and handlers of commodities and suppliers of farm inputs, farmer 
cooperatives are commercial end-users of the futures exchanges as well as the over- 
the-counter (OTC) derivatives markets. Due to market volatility in recent years, co- 
operatives are increasingly using OTC products to better manage their exposure by 
customizing their hedges. This practice increases the effectiveness of risk mitigation 
and reduces costs to the cooperatives and their farmer-owners. Swaps also play a 
critical role in the ability of cooperatives to provide forward contracts, especially in 
times of volatile markets. Because commodity swaps are not currently subject to the 
same margin requirements as the exchanges, cooperatives can use them to free up 
working capital. 

OTC derivatives are not just used for risk management at the cooperative level, 
however. They also give the cooperative the ability to provide customized products 
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to farmers and ranchers to help them better manage their risk and returns. Much 
like a supply cooperative leverages the purchasing power of many individual pro- 
ducers, or a marketing cooperative pools the production volume of hundreds or thou- 
sands of growers, a cooperative can aggregate its owner-members’ small volume 
hedges or forward contracts. It can then offset that risk by entering into another 
customized hedge via the swap markets. 

Implementation of the Dodd-Frank Act 

NCFC supports elements of the Dodd-Frank Act that bring more transparency 
and oversight to the OTC derivatives markets. We also recognize the complexity in 
crafting rules for the implementation of Dodd-Frank that best fit cooperatives and 
have had a number of opportunities to express our concerns to the CFTC. With the 
sheer volume of rules, the challenges in clearly understanding what is contained in 
those regulations, and the complexity of how they will fit together, NCFC members 
are now turning their attention to compliance. Our members are doing their best 
to put into place policies and procedures, but they are finding it a challenge to un- 
derstand what exactly needs to be done to address the complex regulations. 

Our members also have concerns regarding how CFTC will enforce the regula- 
tions. Because the regulations will be very complex, we urge CFTC to work closely 
with industry to ensure clear understanding by all parties. 

During the rule writing process, we have worked to ensure that the implementa- 
tion of the Dodd-Frank Act preserves risk management tools for farmers and their 
cooperatives, and have advocated for the following: 

• Treating agricultural cooperatives as end-users because they aggregate the com- 
mercial risk of individual farmer-members and are currently treated as such by 
the CFTC; 

• Excluding agricultural cooperatives from the definition of a swap dealer; 

• Exempting agricultural cooperatives from mandatory clearing or margining but 
allowing them to perform either at their discretion; and 

• Considering aggregate costs associated with the new regulations and the impact 
on the agriculture sector. 

I am pleased to report that with the recent rulemakings, some of the uncertainty 
that created concern for farmer cooperatives over the past 2 years has been re- 
solved. Most significant is the defining of “Swap Dealer.” CFTC provided a definition 
in the final “entities” rule that will allow farmer cooperatives to provide risk man- 
agement services to their members and customers without the fear of having to com- 
ply with the additional regulatory requirements intended for systemically important 
institutions. We appreciate the work of the Commission in addressing our concerns, 
which resulted in significant improvements in the final rule. 

While we now know farmer cooperatives will not be treated as swap dealers, there 
are still many unknowns as to how implementation of the rules will affect coopera- 
tives and their farmer members. Uncertainty over ultimate costs remains an ongo- 
ing a concern. As you know, agriculture is a high-volume, low-margin industry. In- 
cremental increases in costs, whether passed on from a swap dealer or imposed di- 
rectly on a cooperative, will trickle down and impact producers. Taken one rule at 
a time, the costs may not seem unreasonable, but to those who have to absorb or 
pass on the collective costs of numerous regulations, it is clearly evident those costs 
are significant. 

For example, one “small” change in the proposed conforming amendments rule 
has to do with additional recording requirements. We are concerned this proposal 
would not only add swaps to the new record-keeping requirements, but also extend 
the new requirements to cash purchase and forward cash contracts entered into by 
any member of a designated contract market. One NCFC member estimates that 
installation of record-keeping systems in all of their facilities would cost over $6 mil- 
lion. In fact, the necessary investment to put in place and maintain such a system 
would not only greatly add to the cost of doing business, but would be an extreme 
compliance burden for the cash grain community (attached are the comments NCFC 
submitted to CFTC on this issue). We are hopeful CFTC will reconsider this require- 
ment as it finalizes the rule in the coming months. 

It is also unclear how other costs will be forced down to end-users and impact 
their ability to hedge. For example, recent movements in grain and oilseed markets 
have caused a considerable amount of working capital to be used to cover daily mar- 
gin calls. The drought affecting the U.S. has caused corn prices to increase over 50 
percent in the last month. While this creates an opportunity for farmers to price 
more of their crop, (if they haven’t been impacted by the drought), it also causes 
additional margin calls on the production that has been priced. For farmers to con- 
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tinue to take advantage of selling grain forward during price rallies, cooperatives 
have to either increase borrowing or look for alternative ways to manage such risk, 
such as the OTC market. As was the case during the volatile markets in 2008, 
swaps allow cooperatives to free up working capital and continue to forward con- 
tract with farmers. 

As commercial end-users, cooperatives often use swap dealers in utilizing the OTC 
market to lay off the risk of offering those forward contracts. However, the costs as- 
sociated with dealers’ compliance with capital, margin and other regulatory require- 
ments are still unclear. We will have to wait to see how those costs are passed on 
to end-users and how cost effective the OTC market remains for hedging activities. 

Consistent with Congressional intent, NCFC supports the CFTC’s proposed rules 
clarifying that it “would not impose margin requirements on non-financial entities,” 
and that “parties would he free to set initial and variation margin requirements in 
their discretion and any thresholds agreed upon by the parties would be permitted.” 

However, we are concerned the so-called “Prudential Regulators” margin proposal 
requires bank swap dealers to collect margin from end-users. As end-users, coopera- 
tives use swaps to hedge interest rates, foreign exchange, and energy in addition 
to agricultural commodities. Often, cooperatives look to their lenders to provide 
those swaps. Under the proposed rule requiring end-users to post margin, costs to 
businesses will increase as more cash is tied up to maintain those hedges. The addi- 
tional capital requirements will be siphoned away from activities and investment in 
cooperatives’ primary business ventures. Furthermore, cash for margin is often bor- 
rowed from lenders through the use of credit lines. As a result, we could see a situa- 
tion where a commercial end-user would have to borrow cash from its lender, and 
pay interest on it, just to give it back to the same lender to hold as margin. Congres- 
sional intent was clear on this point — end-users were not to be required to post mar- 
gin. We appreciate the House of Representatives reaffirming this by passing the 
Business Risk Mitigation and Price Stabilization Act back in March. 

Thank you again for the opportunity to testify today before the Committee. We 
appreciate your role in ensuring that farmer cooperatives will continue to be able 
to effectively hedge commercial risk and support the viability of their members’ 
farms and cooperatively owned facilities. I look forward to answering any questions 
you may have. 


Attachment 


August 8, 2011 

David A. Stawick, 

Secretary, 

Commodity Futures Trading Commission, 

Washington, D.C. 

RE: Adaptation of Regulations to Incorporate Swaps; Notice of Proposed 
Rulemaking {Federal Register fVo\. 76, No. 109) 

Dear Mr. Stawick: 

On behalf of the more than two million farmers and ranchers who belong to farm- 
er cooperatives, the National Council of Farmer Cooperatives (NCFC) submits the 
following comments in response to the Commodity Futures Trading Commission’s 
(the Commission) request for comments: Adaptation of Regulations to Incorporate 
Swaps; Notice of Proposed Rulemaking, to amend the Commodity Exchange Act reg- 
ulations to implement regulatory requirements contained in Title VII of the Dodd- 
Frank Wall Street Reform and Consumer Protection Act. 

Since 1929, NCFC has been the voice of America’s farmer cooperatives. Our mem- 
bers are regional and national farmer cooperatives, which are in turn composed of 
over 2,500 local farmer cooperatives across the country. NCFC members also include 
21 state and regional councils of cooperatives. 

America’s farmer-owned cooperatives provide a comprehensive array of services 
for their members. These diverse organizations handle, process and market virtually 
every type of agricultural commodity produced. They also provide farmers with ac- 
cess to infrastructure necessary to manufacture, distribute and sell a variety of farm 
inputs. For example, a cooperative may consist of a closely coordinated network to 
ensure timely and cost-efficient origination, storage, transportation and marketing 
of grain and oilseeds. 

Proposed Changes to Regulation 1.35 

NCFC is concerned with this proposal because it would not only add swaps to the 
new record-keeping requirements, but also would extend the new record-keeping re- 
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quirements to cash purchase and forward cash contracts entered into by any mem- 
ber of a designated contract market (DCM). 

This would require all farmer cooperatives that are members of DCMs (CME, 
KCBT, MGE, etc.), and by extension every one of their local facilities, to be bound 
by this regulation. For example, cooperatives that are members of DCMs have an 
integrated network of grain elevators to originate and store grain purchased from 
farmers. As such, the proposed change to 1.35(a) would require those elevators to 
record, among other things, all oral communications that lead to execution of cash 
transactions with farmers. The proposal includes (proposed additions in italics): 

Included among such records shall be all orders (filled, unfilled, or canceled), 
trading cards, signature cards, street books, journals, ledgers, canceled checks, 
copies of confirmations, copies of statements of purchase and sale, and all other 
records, which have been prepared in the course of its business of dealing in 
commodity interests and cash commodities, and all oral and written commu- 
nications provided or received concerning quotes, solicitations, bids, offers, in- 
structions, trading, and prices, that lead to the execution of transactions in a 
commodity interest or cash commodity, whether communicated by telephone, 
voicemail, facsimile, instant messaging, chat rooms, electronic mail, mobile de- 
vice or other digital or electronic media. Each transaction record shall be main- 
tained as a separate electronic file identifiable by transaction and counterparty. 

Additionally, all such recorded communications would be required to be main- 
tained for 5 years. 

A requirement to record all communication leading to a cash purchase or cash for- 
ward contract would impose huge regulatory burdens and costs on cooperatives and 
other businesses and farmers in rural America. In fact, the necessary investment 
to put in place and maintain such a system would not only greatly add to the cost 
of doing business, but would be an extreme compliance burden for the cash grain 
community. 

The Commission states these record-keeping requirements would protect cus- 
tomers from abusive sales practices; protect registrants from risks associated with 
transactional disputes; allow registrants to follow up more effectively on customer 
complaints; and preserve evidence that could increase the effectiveness of the Com- 
mission’s enforcement actions. We do not believe that requiring this additional infor- 
mation to be recorded and maintained is necessary to achieve the stated goals in 
the cash commodity markets. 

Additionally, we do not believe the intent of the Dodd-Frank Act was to subject 
cash purchases and forward cash contracts to the additional new record-keeping re- 
quirements proposed under regulation 1.35. In fact, cash and forward contracts have 
been excluded from the definition of a swap in the proposed product definitions rule. 
Commission Chairman Gary Gensler has highlighted that point on several occasions 
while testifying before Congress. We believe this proposed regulation, as written to 
apply to the cash market, is in direct contradiction to that exclusion and to the Con- 
gressional intent of the Dodd-Frank Act. 

We would be pleased to discuss with the Commission our concerns with proposed 
regulation 1.35. Thank you taking our views into account as the Commission final- 
izes rules in the coming months. We appreciate the opportunity to provide input 
throughout the process of implementation of Title VII of the Dodd-Frank Act. 

Sincerely, 



Charles F. Conner, 

President & CEO. 

The Chairman. Thank you. 

Mr. McElroy, you are recognized for 5 minutes. You may proceed 
whenever you are ready. 

STATEMENT OF PAUL E. McELROY, CHIEF FINANCIAL OFFI- 
CER, JEA, JACKSONVILLE, FL; ON BEHALF OF AMERICAN 
PUBLIC POWER ASSOCIATION 

Mr. McElroy. Chairman Lucas, Ranking Member Boswell, and 
Committee Members, thank you for the opportunity to testify this 
morning. I am Paul McElroy, Chief Financial Officer for JEA. JEA 
proudly serves more than 400,000 electric customers in and around 



80 


Jacksonville, Florida. Our business is ensuring that our customers’ 
electric demands are met reliably and economically today and for 
generations to come. 

I am testifying on behalf of the American Public Power Associa- 
tion, APPA, the national service organization representing over 
2,000 government-owned electric utilities providing power to more 
than 46 million people. Additionally, my comments are supportive 
of the positions of the Large Public Power Council, which rep- 
resents the 26 largest municipal entities in the country. 

Today I will discuss the swap-dealer rule under the Dodd-Frank 
Act. APPA supports Dodd-Frank and continues to work with the 
CFTC and others to improve its implementation. Chairman 
Gensler mentioned our involvement earlier today. However, we re- 
main concerned that the CFTC’s swap-dealer rule, which took ef- 
fect Monday, will hinder our members’ ability to hedge commercial 
price and operational risks. 

We have a long and successful history of hedging commercial risk 
for the benefit of our customers, often utilizing swaps of physical 
commodities such as natural gas, electric capacity and energy, and 
coal, all of which are needed for our commercial operations. This 
is not different than swap activity used in the operations-related 
hedging activity of any other electric utility. At issue are the de 
minimis thresholds set by the CFTC to determine whether a swap 
participant is a swap dealer. Under the rule, a swap participant 
will be considered a swap dealer if it engages in more than $3 bil- 
lion in swap dealing but just $25 million if dealing with special en- 
tities. Special entities are governmental entities including govern- 
ment-owned utilities such as APPA’s members. The CFTC says it 
imposed the $25 million threshold in light of the protections that 
Dodd-Frank provides for special entities. However, Dodd-Frank 
never mentions forcing a non-financial participant into the swap- 
dealer regime for entering into swaps with a special entity. 

Our concern is that non-financial entities on whom we rely for 
hedging such as natural gas producers, independent generators and 
investor-owned utility companies will stop dealing with us to avoid 
the $25 million threshold because but for those dealings with us, 
they would not be pulled into the Dodd-Frank swap-dealer regime. 
We are also concerned that large financial firms, ones which will 
be considered swap dealers in any case, will not fill this gap. Elec- 
tric power is regionally diverse in both supply and demand. Be- 
cause of this diversity, there are often limited counterparties for 
operations-related swaps. Large financial institutions may neither 
have the ability nor the desire to provide such highly customized, 
localized transactions. 

The loss of non-financial swap partners will put us at a dis- 
advantage to other utilities in our ability to effectively manage 
power supply costs and operations for our customers. Each swap 
counterparty in the market brings important market liquidity and 
diversity. If non-financial parties refuse to enter into swaps with 
us, price competition will be reduced, operational risk will increase, 
and our ratepayers will be hurt. This will affect all APPA members 
and so APPA and other government-owned utility groups have peti- 
tioned the CFTC to amend the swap-dealer rule. 
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Our proposed amendment would not, and I will repeat, would not 
remove the overall swap-dealer threshold nor the sub-threshold. It 
simply asks that our operations-related swaps not count toward the 
special-entities sub-threshold. Local- and state-owned utilities have 
experience and expertise to understand the operations-related 
swaps transactions they use to manage their commercial risk and 
do not need the special protections intended by the $25 million sub- 
threshold. In fact, and ironically, these protections will likely ex- 
pose us and our customers to greater risk. 

Thank you for this opportunity again to testify. 

[The prepared statement of Mr. McElroy follows:] 

Prepared Statement of Paul E. McElroy, Chief Financial Officer, JEA, 
Jacksonville, FL; on Behalf of American Public Power Association 

Mr. Chairman and Members of the Committee, I am Paul McElroy, Chief Finan- 
cial Officer for JEA testif 5 dng today on behalf of the American Public Power Associa- 
tion (APPA). APPA is the national service organization representing the interests 
of over 2,000 municipal and other state- and locally-owned, not-for-profit electric 
utilities throughout the United States (all but Hawaii). Collectively, public power 
utilities deliver electricity to one of every seven electricity customers in the United 
States (approximately 46 million people), serving some of the nation’s largest cities. 
However, the vast majority of APPA’s members serve communities with populations 
of 10,000 people or less. 

JEA is a member of APPA. We are located in Jacksonville, Florida, and proudly 
serve an estimated 420,000 electric, 305,000 water, and 230,000 sewer customers in 
Northeast Florida. JEA was created by the City of Jacksonville to serve those who 
live there and in the surrounding communities. The sole purpose of our business is 
to ensure that the electric, water and sewer demands of our customers are met, both 
today and for generations to come. Our goal is to provide reliable services at a good 
value to our customers while ensuring that our areas’ precious natural resources are 
protected. 

Public Power Utilities and Implementation of the Dodd-Frank Act 

APPA supports the goals of the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (Dodd-Frank Act) and has worked closely with the Commodity Fu- 
tures Trading Commission (CFTC) and other interested parties hoping to improve 
its implementation, particularly related to regulations affecting “end-users” of en- 
ergy such as JEA and other APPA members. Even today, now 2 years after enact- 
ment, the full effect of the Dodd-Frank Act on public power utilities is unclear as 
regulations implementing the statute continue to be promulgated. We strongly sup- 
port the CFTC’s efforts to issue these regulations in a timely fashion while also ac- 
commodating a necessary discussion among stakeholders to fully vet these rules for 
unintended or adverse consequences. 

One such instance is the final swap-dealer rule,'^ which took effect on July 23, 
2012. As written, the rule will substantially hinder public power and public gas util- 
ities’ ability to hedge against operational risks. Just like JEA, these utilities have 
no shareholders, so the costs imposed by this regulatory decision will be borne by 
only one group: our ratepayers. 

As you know, the Dodd-Frank Act requires swap dealers and major swap partici- 
pants to register with the CFTC and meet capital, margin, and reporting and 
record-keeping requirements, as well as to comply with rigorous business conduct 
and documentation standards. The Dodd-Frank Act provides additional standards 
for swap dealers or major swap participants advising or entering into swaps with 
government-owned utilities and other government entities (referred to under the 
statute as “special entities”). For swap dealers advising or seeking to advise a spe- 
cial entity, the law states that it is “unlawful” to defraud that special entity.^ For 
swap dealers or major swap participants entering into swaps with special entities, 
the law states that these dealers and swap participants must comply with rules set 


ICFTC Regulation 1.3(ggg)(4); see 77 Fed. Reg. 30596, at 30744. 
2 7 USCA § 6s(h)(4). 
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by the CFTC requiring special entities to have an independent representative before 
trading with a swap dealer or major swap participant.^ 

In December 2010, the CFTC (jointly with the Securities and Exchange Commis- 
sion) issued a proposed rule to define the term “swap dealer,” including (as required 
by the Dodd-Frank Act)'' an exemption from the swap-dealer designation for those 
entities that engage in a de minimis quantity of swap dealing. 

In the proposed rule, CFTC proposed two separate de minimis thresholds relating 
to the dollar quantity of swaps: $100 million annually for an entity’s total swap- 
dealing activity; and, $25 million annually for an entity’s swap-dealing activity with 
special entities, including, as noted above, public power, public gas, and Federal 
utilities (government-owned utilities). 

In February, 2011, the Not-For-Profit Electric End User Group (NFP EEU) — 
which includes APPA-filed comments on the proposed swap dealer rule. The com- 
ments recommended that the CFTC substantially increase the de minimis thresh- 
olds both for total swaps and for swaps with special entities. 

A final rule was approved by the CFTC on April 18, 2012, and was published in 
the Federal Register on May 23, 2012. The final rule greatly increased the overall 
de minimis threshold from the proposed rule, raising it from $100 million to $3 bil- 
lion. During an initial phase-in period, this threshold will be $8 billion. But, the 
final rule did not change the proposed rule’s $25 million sub threshold for swap- 
dealing activities with special entities. Thus, the disparity between the two thresh- 
olds is now substantially greater. This $25 million sub-threshold is smaller still 
when you consider that it is the aggregate of a swap partner’s transactions with all 
special entities during any 12 month period.® 

As a result, non-hnancial entities (such as natural gas producers, independent 
generators, and investor-owned utility companies) that do not want to be swap deal- 
ers will severely limit their swap-dealing activities with government-owned utilities 
to avoid exceeding the $25 million threshold. 

Why Hedging Is Necessary 

Government-owned utilities depend on nonhnancial commodity transactions, trade 
options and “swaps,” as well as the futures markets, to hedge commercial risks that 
arise from their utility facilities, operations and public service obligations. Together, 
nonhnancial commodity markets play a central role in the ability of government- 
owned utilities to secure electric energy, fuel for generation, and natural gas sup- 
plies for delivery to consumers at reasonable and stable prices. Specihcally, many 
government-owned utilities purchase hrm electric energy, fuel and gas supplies in 
the physical delivery markets (in the “cash” or “spot” or “forward” markets) at pre- 
vailing and fluctuating market prices, and enter into bilateral, hnancially-settled 
nonhnancial commodity swaps with customized terms to hedge the unique oper- 
ational risks to which many government-owned utilities are subject. 

In hedging, mitigating or managing the commercial risks of their utility facilities’ 
operations or public service obligations, government-owned utilities are engaged in 
commercial risk management activities that are no different from the operations-re- 
lated hedging of an investor-owned utility or an electric cooperative located in the 
same geographic region. 

Why Nonfinancial Counterparties Are Necessary 

Electric power touches virtually every home and business in the United States. 
This near universality gives a false appearance of homogeneity. It is important to 
remember that what is being delivered is a physical commodity, e.g-, electricity, coal, 
or natural gas. Ownership of a stock can be transferred coast to coast with a click 
of a button, but electricity must be delivered to the place it is to be used. 

Each regional geographic market has a somewhat different set of demands driven 
by climate, weather, population, and the like. Each regional geographic market also 
has a somewhat different group of hnancial entity counterparties and nonfinancial 
entity counterparties available to meet these demands and thus able to enter into 
customized utility operations-related swaps needed for hedging price and supply 
risks. For example, a large merchant electric generation station in western Alabama 
might be available as a nonfinancial counterparty for a swap transaction to provide 
electricity to a specihc site in Alabama. But that same entity would not necessarily 


3 7 USCA § 6s(h)(5). 

‘‘7USCA§la(49)(D). 

® By way of reference a single, 1 year 100 MW swap could have a roughly $25 million notional 
value. One-hundred MWs of power is enough to serve the average demand of approximately 
75,000 residential customers. 
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be able to offer the electricity in Oregon, and so would not be able to help an Or- 
egon-based utility hedge its risks. 

Because there are a limited number of counterparties for any particular oper- 
ations-related swap sought by a utility, each financial or nonfinancial swap 
counterparty brings important market liquidity and diversity. The greater the num- 
ber of counterparties, the greater the price competition. Conversely, reduced price 
competition necessarily increases prices. 

JEA and the Special Entity Sub Threshold 

I would like to illustrate these points with examples from my JEA’s perspective. 

As discussed above, the primary mission of JEA’s electric system is to provide reli- 
able and low cost electricity to our customers. I will say that again. While ensuring 
sufficient supply to serve our customers is primary, running a very close second is 
managing commodity fuel and purchased power costs. We accomplish this hy effi- 
ciently and cost-effectively managing supply and price risks inherent in the procure- 
ment of fuel and power. 

Take, for example, a capacity and energy swap between JEA and another munic- 
ipal utility. This swap is intended to diversify our electric generation capability. By 
way of background, JEA has a large commitment solid fuel, while our swap partner 
in this example has a significant commitment to natural gas. And, history has 
taught us the importance of diversification time and time again. 

This swap would be governed by Dodd-Frank: it would qualify for the end-user 
exception so would not have to be cleared, but one of the parties would have to re- 
port the transaction. However, the notional amount of the swap would exceed $25 
million, and, if it were considered “dealing” activity under the rules’ facts and cir- 
cumstances guidelines, would invoke the sub-threshold provision. 

This leaves us with the options of (1) having one party register as a dealer, (2) 
placing a registered dealer between the parties, or (3) affecting a physical exchange 
instead of a swap.® All of these solutions add complexity and cost, do nothing to re- 
duce systemic financial risk, and will cause the transaction to be abandoned. That 
said, the same transaction, were it not to involve special entities, would impose 
none of the added cost and complexity. This seems neither appropriate, nor fair. 

Likewise, JEA seeks to maximize flexibility regarding terms and conditions gov- 
erning supply and price in all long-term fuel and purchased power contracts. This 
gives us the flexibility to efficiently and cost-effectively manage supply and price 
risks in fuel and power procurement. However, we have been told by several non- 
financial energy suppliers who currently serve as swap partners, none of whom are 
currently dealers, that they are looking closely at the “special entity sub-threshold” 
to determine the terms and conditions they may be willing to extend to us in the 
future. 

When a major fuel supplier says they are “reevaluating” contractual terms and 
conditions, it almost certainly means that the level of flexibility we currently enjoy 
will be curtailed or eliminated and our costs and risk profile will increase. Again, 
however, this supplier can continue to extend to utilities that are not special entities 
contracts under the existing terms. And again, this seems neither appropriate, nor 
fair. 

These are just two examples of how the sub threshold will affect JEA. As noted 
above there is a great deal of heterogeneity among APPA members, including in the 
use of hedging. Some make substantial use of hedging: others do not. Likewise, of 
APPA members who do make use of hedging, a recent informal survey of members 
showed great diversity in terms of the volume of hedging and the extent to which 
members relied on non-financial entities. 

However, the rules could still affect all of our members. Members currently hedg- 
ing will be affected, but so will smaller members who buy power from larger mem- 
bers who do. For example, while a small municipal electric distribution utility^ in 
Oklahoma might not hedge its risks, it may buy its power from a larger public 
power provider — such as the Oklahoma Municipal Power Authority — which does. 
Also, those who do not currently hedge will be restricted in their ability to do so 
in the future. 

The CFTC has said that it retained the $25 million threshold in light of the spe- 
cial protections that the Dodd-Frank Act affords to special entities. However, the 
statute does not require — even mention — special protections for special entities in 
regard to the swap dealer definition. As noted above, the law imposes requirements 


® A physical exchange would be structured as two separate purchase power agreements, incor- 
porating the costs of transmission and ancillary services. 

"^An electric distribution utility is one which solely distributes electricity, as distinguished 
from one which generates and distributes electricity. 
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on swap dealers and major participants advising or entering into swaps with special 
entities. Nowhere does the law mention deeming a participant to be a swap dealer 
solely because they happen to be entering into swaps with a government-owned util- 
ity. 

APPA thinks the distinction in the law is appropriate. Government-owned utilities 
understand the operations-related swap transactions they use to manage their com- 
mercial risks and do not need the special protections provided by the $25 million 
sub-threshold. In fact, and ironically, these “protections” are likely to limit 
the ability of these utilities to hedge operational and price risks rather 
than to protect these utilities and their customers from risk. 

Government-Owned Utilities’ Petition for Rulemaking 

On July 12, 2012, APPA, the Large Public Power Council (LPPC), the American 
Public Gas Association (APGA), the Transmission Access Policy Study Group 
(TAPS), and the Bonneville Power Administration (BPA), filed with the CFTC a “Pe- 
tition for Rulemaking to Amend CFTC Regulation 1.3(ggg)(4).” The petition (see the 
attachment to this testimony) requests that the CFTC amend its swap-dealer rule 
to exclude utility special entities’ operations-related swap transactions from count- 
ing towards the special-entity threshold. This amendment to the swap-dealer rule 
would allow producers, utility companies, and other non-financial entities to enter 
into energy swaps with government-owned utilities without danger of being required 
to register as a “swap dealer” solely because of their dealings with government- 
owned utilities. 

Specifically, the petition asks for a narrow exclusion: 

• A government-owned utility’s swaps related to utility operations would not 
count towards the special entity de minimis threshold, but would count towards 
the total de minimis threshold. 

• Utility operations-related swaps are those entered into to hedge commercial 
risks intrinsically related to the utility’s electric or natural gas facilities or oper- 
ations or to the utility’s supply of natural gas or electricity to other special enti- 
ties. For example, these would include swap transactions related to the genera- 
tion, production, purchase or sale, or the transportation of electric energy or 
natural gas, or related to fuel supply of electric generating facilities. 

• Utility operations-related swaps do not include interest rate swaps. Those 
swaps would remain subject to the $25 million special entity sub-threshold. 

We urge Committee Members to support this petition. 

Conclusion 

In conclusion, the protections the CFTC is trying to afford through the $26 million 
special entity sub-threshold were not contemplated by the Dodd-Frank Act and are 
not needed for government-owned utility swaps related to utility operations. Govern- 
ment-owned utilities are well-versed in the markets in which they are hedging their 
risks and rely on these swaps solely to manage price and operational risks. More 
importantly, the assumption that financial firms will be able to replace all the 
swaps offered currently by our nonfinancial swap partners reflects a dangerous mis- 
understanding of how electricity is delivered and an indifference to the price Wall 
Street will impose in the absence of adequate competition and to the risk to supply 
if that price cannot be afforded. In sum, a failure to allow the narrow exclusion 
sought in our petition will limit our members’ ability to hedge against risks and lead 
to increased risk and costs to the millions of ratepayers they serve. 

Thank you again for this opportunity to testify, and I would be more than happy 
to answer any questions you might have. 

Attachment 


July 12, 2012 

David Stawick, 

Office of the Secretariat, 

Commodity Futures Trading Commission, 

Washington, D.C. 

Re: Petition for Rulemaking to Amend CFTC Regulation 1.3(ggg)(4) 

Dear Mr. Stawiek: 

The American Public Power Association (“APPA”), the Large Public Power Council 
(“LPPC”), the American Public Gas Association (“APGA”), the Transmission Access 
Policy Study Group (“TAPS”) and the Bonneville Power Administration (“BPA”) (col- 
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lectively, the “Petitioners”) respectfully petition the Commodity Futures Trading 
Commission (the “Commission” or the “CFTC”) under CFTC Regulation 13.2 to 
amend CFTC Regulation 1.3(ggg)(4),® which implements the de minimis exception 
to the definition of “swap dealer.” The Petitioners specifically request that the rule 
amendment exclude from the “special entity suh-threshold,” which appears in Regu- 
lation 1.3(ggg)(4)(i), “Utility Operations-Related Swaps” to which the Petitioners and 
other “Utility Special Entities” are, or may in the future be, counterparties. The 
definitions of “Utility Operations-Related Swap” and “Utility Special Entity” are in- 
cluded directly in the text of the proposed rule amendment, and narrowly cir- 
cumscribe the scope of the proposed rule amendment. 

Such a rule amendment is permitted by Section la(49)(D) of the Commodity Ex- 
change Act (“CEA”) as amended by the Dodd-Frank Wall Street Reform and Con- 
sumer Protection Act of 2010 (the “Dodd-Frank Act”),^ and is specifically con- 
templated by CFTC Regulation 1.3(ggg)(4)(v).i° The rule amendment is necessary 
in order to preserve uninterrupted and cost-effective access to the customized, non- 
financial commodity swaps that Petitioners and other Utility Special Entities use 
to hedge or mitigate commercial risks arising from their utility facilities, operations 
and public service obligations. 

The information required by CFTC Regulation 13.2 follows: 

I. The Text Of The Proposed Rule Amendment (Additional language is un- 
derlined and italieized) 

PART 1— GENERAL REGULATIONS UNDER THE COMMODITY EXCHANGE 
ACT 


Hs ^ * 


Section 1.3 Definitions. 


* * * 
(ggg) Swap Dealer. 






* 


* 


* 


* 


* 




(4) De minimis exception, (i) Except as provided in paragraph 
(ggg)(4)(vi) of this section, a person that is not currently registered as a 
swap dealer shall be deemed not to be a swap dealer as a result of its swap 
dealing activity involving counterparties, so long as the swap positions con- 
nected with those dealing activities into which the person — or any other en- 
tity controlling, controlled by or under common control with the person — 
enters over the course of the immediately preceding 12 months (or following 
the effective date of final rules implementing Section la(47) of the Act, 7 
U.S.C. la(47), if that period is less than 12 months) have an ag^egate 
gross notional amount of no more than $3 billion, subject to a phase in level 
of an aggregate gross notional amount of no more than $8 billion applied 
in accordance with paragraph (ggg)(4)(ii) of this section, and an aggregate 
gross notional amount of no more than $25 million (the “special entity sub- 
threshold” with regard to swaps in which the counterparty is a ‘‘special enti- 
ty” (as that term is defined in Section 4s(h)(2)(C) of the Act, 7 U.S.C. 
6s(h)(2)(C), and § 23.401(c) of this chapter); provided that such $25 million spe- 
cial entity sub-threshold shall not apply with regard to “utility operations related 
swaps” to which the counterparty is a “utility special entity. ’ ’ For purposes of this 
paragraph, (A) a "Utility special entity” means a government “special entity^' (as 
described in clause (i) or (ii) of Section 4s(h)(2)fC) of the Act or in clause (I } or 
(2) of § 23'^0l(c) of This chapter) that owns or operates electfic~ or natural gas JaciJh 
ties or electric or natural gas operations (or anticipated facilities or operations), sup- 
plies natural ^as and/or electric energy to other utility special entities, has public 
service obligations (or anticipated public service obligations) under Federal, state or 
local law or regulation to deliver electric energy and/or natural gas service to utility 
customers, or is a Federal power marketing agency as defined in Section 3~ of the 
Federal Fower Act (16 U.S.C. 796(19)), and (B) a “utility operations -re la teJ swdp^ 
shall mean any swap that a utility special entity enters into “to hedge or mtigate 
commercial risks” (as such phrase is used in Section 2(h)(7)(A)(ii) of the Aft) intrin- 
sically related to thF electric or natural gas facilities that the utifity special entity 
owns or operates or its electric or natural gas operations (or anticipated facilities 
or operations), or to We utility special entity’s supply of natural gas and/or electric 


8 77 Fed. Reg. 30596, at 30744. 

9 Pub. L. No. 111-203, 124 Stat. 1376 (2010). 
^^21 Fed. Reg. 30744-30745. 
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energy to other utility special entities or to its public service obligations (or antici- 
pated public service obligations) to deliver electric energy or natural gas service to 
utility customers. For the avoidance of doubt, "intrinsicaliy reiated" shali inciude ail 
transactions related to (i) the generation or production, purchase or sale, and trans- 
mission or transportation of electric energy or naturai gas, or the suppiy of naturai 
gas and/or electric energy to other utiiity special entitles, or delivery of electric en- 
ergy or natural gas service to utility customers, (ii) all fuel supply for the utility spe- 
ciai entity’s eiectric facilities or operations, (Hi) compliance with electric system reli- 
ability obiigations appiicable to the utility special entity, its electric facilities or oper- 
ations, (iv) compliance with energy, energy efficiency, conservation or renewable en- 
ergy or environmental statutes, regulations or government orders applicable to lEe 
utility special entity, its facilities or operations, or (v) any other electric or natural 
gas utility operations-related swap to which the utility special entity is a party. Utility 
operations-related swaps shall not include a swap based or derived on, or ref- 
erencing, commodities in the interest rates, credit, equity or currency asset classes, 
or a product type or category in the ' ‘other commodity ' ' asset class that is based 
or Serived on, or rejerencing, metafsTor agricultural commodities or crude oiFor gas- 
oline commodities of any grade not used as fuel for electric generation. "For pur- 
poses of this para^aph, it the~statedliotionaramount of a swap is lever- 
aged or enhanced by the structure of the swap, the calculation shall be 
based on the effective notional amount of the swap rather than on the stat- 
ed notional amount. 

II. The Petitioners 

APPA is the national association that represents the interests of approximately 
2000 government-owned electric utilities in the United States. APPA’s member utili- 
ties are not-for-profit utility systems that were created by state or local governments 
to serve the public interest. Government-owned electric utilities provide over 15% 
of all KWh sales to retail electric customers. 

LPPC is an organization representing 26 of the largest government-owned electric 
utilities in the nation. LPPC members own and operate over 86,000 megawatts of 
generation capacity and nearly 35,000 circuit miles of high voltage transmission 
lines, representing nearly 90% of the transmission investment owned by non-Fed- 
eral Government-owned electric utilities in the United States. 

TAPS is an association of transmission dependent electric utilities located in more 
than 30 states. All of TAPS member electric utilities except one are government- 
owned electric utilities. 

APGA is the national association that represents government-owned natural gas 
distribution systems. There are approximately 1,000 public gas systems in 36 states 
and over 720 of these systems are APGA members. Government-owned natural gas 
distribution systems are not-for-profit entities owned by, and accountable to, the 
citizens they serve. They include municipal gas distribution systems, public utility 
districts, county districts, and other government agencies that have natural gas dis- 
tribution facilities. 

Some government-owned utilities are both electric utilities and natural gas dis- 
tribution utilities, and are therefore members of both APPA and APGA. The purpose 
of a government-owned electric utility or natural gas distribution system is to pro- 
vide reliable, safe and affordable electric energy and/or natural gas service to the 
community it serves. 

BPA is a self-financed, nonprofit Federal agency created in 1937 by Congress that 
primarily markets electric power from 31 federally owned and operated projects, and 
supplies over Va of the electricity used in the Pacific Northwest. BPA also owns and 
operates approximately 75 percent of the high-voltage transmission in the Pacific 
Northwest. BPA’s primary statutory responsibility is to market its Federal system 
power at cost-based rates to its “preference customers.” BPA also funds one of the 
largest wildlife protection and restoration programs in the world. 

III. Nature of the Petitioners’ Interest 

APPA, LPPC, TAPS and APGA represent thousands of government-owned electric 
and natural gas utilities throughout the United States, all of which are “special en- 
tities” as that term is defined in Section 4s(h)(2)(C) of the Commodity Exchange Act, 
as amended by the Dodd-Frank Act, and § 23.401(c) of the Commission’s regulations. 


BPA has 130 preference customers made up of electric utilities which are not subject to the 
jurisdiction of the Federal Energy Regulatory Commission (“FERC”), including Indian tribes, 
electric cooperatives, state and municipally chartered electric utilities, and other Federal agen- 
cies located in the Pacific Northwest. 
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BPA and the other Federal power agencies are “special entities” as well.^^ The Peti- 
tioners respectfully seek the rule amendment for the benefit of all “Utility Special 
Entities” that currently, or may in the future, enter into Utility Operations-Related 
Swaps with counterparties that are not registered with the Commission as “swap 
dealers.” 

“Utility Special Entities,” as defined in the proposed rule amendment, are a nar- 
row catego^ of special entities distinguishable by their electric energy and/or nat- 
ural gas utility facilities, operations and public service obligations. None of the Util- 
ity Special Entities is a “financial entity;” all are nonfinancial entities and “commer- 
cial end-users” as such term is used by Congress and regulatory policy makers. 
“Utility Operations-Related Swaps,” as defined in the proposed rule amendment, are 
a narrow category of “swaps” in the nonfinancial or “other commodity” asset class. 
Such swaps are, by definition, of product types intrinsically related to the commer- 
cial risks associated with utility facilities, operations and public service obligations, 
and are used to hedge or mitigate such commercial risks. Such customized non- 
financial commodity swaps are typically not available on exchanges or electronic 
trading platforms, due to the m 3 Tiad non-numeric operational conditions, require- 
ments and permutations embedded in such swaps. 

The Petitioners commented on the Commission’s proposed rules further defining 
“swap dealer” raising concerns that both the general de minimis threshold and the 
“special entity sub-threshold” needed to be raised significantly. See comments filed 
by NFP Electric End User Coalition, including APPA and LPPC with assistance 
from TAPS, in the Commission’s “Entity Definitions” docket, a link to which appears 
at: http:! I comments.cftc.gov / PublicComments /ViewComment.aspx?id=27917& 

SearchText=rural at 18-19, supporting the comments filed by the Edison Electric In- 
stitute and the Electric Power Supply Association in the same docket requesting sig- 
nificantly higher thresholds for both the general de minimis threshold and the spe- 
cial entity sub-threshold than were proposed by the Commission, a link to which 
appears at: http:! / comments.cftc.gov / PublicComments IViewComment.aspx?id= 
27918&SearchText=. 

The Commission acknowledges the Petitioners’ comments in numerous places in 
the Adopting Release for the Entity Definitions rules (the “Adopting Release”). See, 
for example, 77 Fed. Reg. 30627 and 30707. In the final rules, however, the Commis- 
sion raised the general de minimis threshold by a factor of 80 during the phase in 
period (and by a factor of 30 thereafter) — from $100 million to $8 billion during the 
phase in period (and $3 billion thereafter). In contrast, the Commission left the spe- 
cial entity sub-threshold unchanged at $25 million. The Petitioners’ concern about 


According to the Energy Information Administration, there are nine Federal electric utilities 
in the United States, which are part of several agencies of the United States Government (see, 
http:! / WWW. eia.gov I cneaf I electricity I page I prim2/ toc2.html}: the Army Corps of Engineers; the 
Bureau of Indian Affairs and the Bureau of Reclamation in the Department of the Interior, the 
International Boundary and Water Commission in the Department of State, the Power Mar- 
keting Administrations in the Department of Energy (BPA, Western Area Power Administration, 
Southwestern Area Power Administration, and Southeastern Area Power Administration), and 
the Tennessee Valley Authority (TVA). 

In addition, three Federal agencies operate electric generating facilities: TVA, the largest Fed- 
eral power producer; the U.S. Army Corps of Engineers; and the U.S. Bureau of Reclamation. 

12 This term has not yet heen defined by the Commission to the extent required to provide 
regulatory clarity to Petitioners and others in the utility industry. The Petitioners and others 
in the utility industry await publication in the Federal Register of rules further defining “swap,” 
along with the Commission’s response to public comments on any further questions asked by 
the Commission in the most recent statutory interpretations relevant to the definition of “swap,” 
the Commission’s response to comments solicited on the nonfinancial commodity “trade option” 
Interim Final Rule, the CFTC/FERC jurisdictional Memoranda of Understanding called for by 
Section 720 of the Dodd-Frank Act, the “tariffed transaction exemption(s)” and “between FPA 
201(D transaction exemption” called for in new CEA Sections 4(c)(6), and other final rules, inter- 
pretations and exemptions. See the comment letter filed by the Electric Trade Associations in 
the “Product Definitions” or “Definition of “Swap” docket at: http:! i comments.cftc.gov ! 
PublicCommentslViewComment.aspx?id=47934&SearchText=Wasson, and other comment let- 
ters, applications and petitions filed by the Petitioners and others in the utility industry. 

There is no need to wait to consider the proposed rule amendment for the effective date of 
the Commission’s final rules further defining the term “swap.” The proposed rule amendment, 
as drafted, will only be applicable to those utility operations-related transactions which are ulti- 
mately subject to the Commission’s jurisdiction as “swaps,” and would therefore be considered 
part of an entity’s “swap dealing activity,” and counted against either the general de minimis 
threshold or the special entity sub-threshold. In this manner, the proposed rule amendment is 
similar to all the Commission’s regulations that include the term “swap,” including the Entity 
Definition rules themselves. None of these regulations can be fully understood or applied to Peti- 
tioners’ and other market participants’ businesses until the Commission’s final rules further de- 
fining “swap” and other foundational terms that include the term “swap” are effective for rel- 
evant asset classes and product types. 



88 


the competitive disadvantage represented by the discrepancy between the two 
thresholds in the final rules is the reason for this Petition. 

A. Utility Special Entities Require Customized Utility Operations-Related Swaps. 

Utility Special Entities depend on nonfinancial commodity transactions, trade op- 
tions and “swaps,” as well as the futures markets, to hedge commercial risks that 
arise from their utility facilities, operations and public service obligations. Together, 
these nonfinancial commodity markets play a central role in government-owned util- 
ities securing electric energy, fuel for generation and natural gas supplies for deliv- 
ery to consumers at reasonable and stable prices. Specifically, many government- 
owned utilities purchase firm electric energy, fuel and gas supplies in the physical 
delivery markets (in the “cash” or “spot” or “forward” markets) at prevailing and 
fluctuating market prices, and enter into bilateral, financially-settled nonfinancial 
commodity swaps with customized terms to hedge the unique operational risks to 
which each Utility Special Entity is subject. 

The Utility Special Entities use Utility Operations-Related Swaps to ensure reli- 
ability of utility service and to reduce utility customers’ exposure to future com- 
modity price fluctuations and to stabilize utility rates. In hedging, mitigating or 
managing the commercial risks of its utility facilities operations or public service 
obligations, the Utility Special Entity are engaged in commercial risk management 
activities that are no different from the operations-related hedging of an investor- 
owned utility or an electric cooperative located in the same geographic region. 

B. The “Market” for Each Particular Utility Operations-Related Swap is Rliquid. 

Utility Special Entities enter into these bilateral customized swaps in illiquid re- 
gional or local “markets.” Some counterparties available to transact with Utility 
Special Entities will be major financial institutions or other financial entities, such 
as hedge funds, that may or may not transact in other swap asset classes or product 
types. Other available counterparties will be nonfinancial counterparties, those 
which are not “financial entities” as such term is defined in CEA Section 2(h)(7)(C). 

Each Utility Special Entity actively seeks out available swap counterparties in 
order to hedge its unique, ongoing and dynamically-changing commercial risks.^® 
Commercial risk management policies in the energy industry typically require diver- 
sification of suppliers and swap counterparties, limited concentration of supplier/ 
vendor/counterparty credit risk, and other commercial risk management metrics to 
prudently manage the commercial risks of bilateral contracting processes. 

Each regional geographic market has a somewhat different group of financial enti- 
ty and nonfinancial counterparties available to enter into customized Utility Oper- 
ations-Related Swaps. An available counterparty may own or operate commercial 
businesses related to the particular nonfinancial commodity that underlies the Util- 
ity Operations-Related Swap. It may be a neighboring utility or electric cooperative, 
the owner of a merchant electric generation facility located in the area, or a natural 
gas or coal company with production assets in the region. 

For example, a large natural gas utility or the owner of a large merchant electric 
generation station in western Alabama might be available as a nonfinancial 
counterparty for swaps referencing an Alabama delivery point. But that same entity 
would not necessarily offer the type of customized Utility Operations-Related Swap 
required by a Utility Special Entity located in Oregon. Or, a natural gas producer 
or coal producer with production assets in Wyoming might offer Utility Operations- 
Related Swaps required by a California-based or Oregon-based Utility Special Enti- 
ty. But the same counterparty would not necessarily enter into a similar Utility Op- 


i^The word “markets” is used in quotations in this context, as Utility Operations-Related 
Swaps do not occur with anywhere near the frequency or uniformity that financial “swaps” 
occur, or that agricultural, metals, global oil or other product types of “swaps” in the “other com- 
modity” asset class occur. Utility Operations-Related Swaps are, in some cases, negotiated over 
a period of days, weeks or months. Some may be documented based on a master agreement tem- 
plate, with many pages of specialized operational, credit and other risk management provisions 
included by the bilateral counterparties as schedules. Transacting under standardized master 
agreement templates (with bilaterally negotiated schedules and transaction documents) should 
not be confused with a conclusion or an assumption that there is a trading “market” for Utility 
Operations-Related Swaps having, standardized or “market” terms. 

Inutility Special Entities may also be called upon from time to time by other utilities located 
in the same geographic region, by or in coordination with electric reliability organizations, to 
act as counterparties in Utility Operations-Related Swaps for electric system reliability pur- 
poses. Such swaps should not be considered “swap dealing activity” by the utility counterparty 
or counterparties to such swaps. Otherwise, the Utility Special Entities may not be able to par- 
ticipate in such swaps for reliability purposes without causing the counterparty to exceed the 
Special Entity Sub-Threshold, which may compromise the reliability of the interconnected elec- 
tric system. 
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erations-Related Swap referencing a nonfinancial commodity delivered in the South- 
east. Nor would it necessarily offer a Utility Operations-Related Swap referencing 
electric energy in any regional market. 

C. Utility Special Entities Need All Available Utility Operations-Related Swap 
Counterparties. 

Due to the limited number of counterparties for any particular Utility Operations- 
Related Swap in any particular region, each available financial or nonfinancial swap 
counterparty, whether or not a registered “swap dealer,” brings important market 
liquidity or supplier/counterparty diversity for a Utility Special Entity. Multiple 
available counterparties create price competition for the customized swaps that a 
Utility Special Entity requires to cost-effectively hedge or mitigate unique commer- 
cial risks. 

Based on an informal survey of some of the larger Utility Special Entities, a sub- 
stantial percentage of the counterparties that are currently available to enter into 
Utility Operations-Related Swaps with such Utility Special Entities are nonfinancial 
entities engaged in the electric, natural gas, coal or another aspect of the energy 
industry in the same geographic area as the specific Utility Special Entity. 

Wall Street financial institutions and other financial entities tend to offer such 
swaps only where there is standardization of transaction terms and liquid trading 
markets: at trading hubs where the financial entity’s swaps can be promptly and 
effectively hedged to maintain a “balanced book.” Nonfinancial entities with assets 
or operations located in the geographic region may, as a result, face parallel com- 
mercial risks and can use the Utility Operations-Related Swap to manage some por- 
tion or aspect of the commercial risks inherent in its own physical assets, liabilities 
and commercial obligations. 

Because the Utility Special Entity is hedging a commercial risk, its focus is to 
align the Utility Operations-Related Swap as closely as possible with the underlying 
and unique commercial risk being hedged, rather than to settle for a more standard- 
ized, shorter-term, and therefore less “perfect” (and consequently less cost-effective) 
hedge for such commercial risk.i® 

D. Utility Operations-Related Swaps Often Have Large Notional Amounts. 

Many Utility Operations-Related Swaps have longer terms than may be typical 
in other swap asset classes or product types, as a result of the long-term commercial 
risks being hedged — risks arising from long-term utility service obligations, con- 
struction projects, generation outage or availability projections, or long term fuel 
needs. Consequently, the notional amount of such swaps can be quite large. In addi- 
tion, due to the volatile nature of the market prices of these nonfinancial commod- 
ities, the notional amounts can fluctuate dramatically over the term of a Utility Op- 
erations-Related Swap. The prices of electric energy, fuel and natural gas are among 
the most volatile of traded commodities, especially prices for illiquid delivery points, 
subject to regional supply and demand factors such as weather, and with customized 
operational conditions and terms. 

A single 1 year 100 MW swap or a single 3 year 10,000 mmBtu/day swap may 
have a notional value of $25 million.^® A nonfinancial entity would, therefore, be 


the Adopting Release, the Commission cites comments made by Petitioners’ representa- 
tives and other energy industry market participants at the Commission Roundtable and meet- 
ings on these important points. See 77 Fed. Reg. at 30707—30708. Although a Utility Special 
Entity may be able to seek out a CFTC-registered Wall Street “swap dealer” or another financial 
entity, such as a hedge fund, to provide such a customized Utility Operations-Related Swap, if 
the “swap dealer” does not have assets in the region or is not otherwise active in the particular 
regional nonfinancial commodity swap market, the pricing and customization of the Utility Op- 
erations-Related Swap it offers are unlikely to be competitive. 

I'^The nonfinancial counterparty may itself be entering into a Utility Operations-Related 
Swap “for the purpose of hedging physical positions,” as that phrase appears in CFTC Regula- 
tion 1.3(ggg)(6)(iii) and about which the Commission is seeking further comment in the Adopting 
Release. That regulation is identified as an “interim final rule,” and therefore presumably is still 
subject to further Commission rulemaking before the rules defining “swap dealer” are, indeed, 
final. See 77 Fed. Reg. 30612. See also footnote 6 with reference to the Commission’s anticipated 
further rulemakings on the definition of “swap” and nonfinancial commodity “trade options.” 

i®We have discussed the Special Entity Sub-Threshold issue with energy trade associations 
and with large nonfinancial entities that currently act as regular counterparties to Utility Spe- 
cial Entities in these types of swaps. A number of these entities have indicated to Petitioners 
that they share our concern about the sub-threshold, and that they are prepared to file com- 
ments in support of this Petition. See footnote 16. 

These examples are based on available quotes for 100 MWs of 7x24 electric energy for cal- 
endar year 2013 at Mid-C, PJM West and SP-15 for “Firm LD” power, and on Henry Hub cal- 
endar strip prices for natural gas. Each of these examples is for a relatively liquid delivery 

Continued 
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available to enter into only one such swap with Utility Special Entity counterparties 
in any rolling twelve-month period. Otherwise, the nonfinancial entity risks exceed- 
ing the special entity sub-threshold, and would be required to register with the 
Commission as a “swap dealer.” 

E. Utility Special Entities are At a Competitive Disadvantage to Similarly-Situated 
Market Participants due to the Special Entity Sub -Threshold. 

If the Commission denies the proposed rule amendment. Utility Special Entities 
could still look to CFTC-registered swap dealers for these types of swaps, or could 
use less customized, more expensive commercial risk management solutions that 
might be available on an exchange. Or Utility Special Entities could simply forego 
using nonfinancial commodity swaps for commercial risk management purposes en- 
tirely. At the same time, the available counterparties for Utility Operations-Related 
Swaps could enter into up to $8 Billion notional in swaps, or even $8 Billion in Util- 
ity Operations-Related Swaps, with counterparties other than Utility Special Enti- 
ties, including neighboring investor-owned utilities and electric cooperatives. As a 
direct result of the Special Entity Sub-Threshold, Utility Special Entities are denied 
a level playing field in the competition for available counterparties for these com- 
mercial risk hedging swaps. Utility Special Entities are denied comparable, cost-ef- 
fective access to such commercial risk management tools that will instead be offered 
to neighboring investor-owned utilities and electric cooperatives by otherwise avail- 
able market participants. 

In today’s regional markets, a Utility Special Entity is equally as likely as an in- 
vestor-owned utility in the same region to be an attractive counterparty for an enti- 
ty that chooses to “deal” in Utility Operations-Related Swaps, whether the entity 
is a nonfinancial company hedging its own commercial risks (or “hedging a physical 
position” as such phrase is more narrowly defined in the CFTC’s definition of “swap 
dealer”), trading for profit (speculating), or engaging in a re^lar business of dealing 
in such swaps. The “playing field” between the Utility Special Entity and the inves- 
tor-owned utility, electric cooperative or any other counterparty is currently “level.” 

Moreover, in today’s regional markets, if a market participant (such as the Ala- 
bama merchant generator or the Wyoming natural gas or coal producer referenced 
above) is considering establishing a new entrant “swap dealing” business in specific 
regional product types of Utility Operations-Related Swaps, it will similarly consider 
the Utility Special Entity as a potential counterparty with the same ability to trans- 
act as any other potential counterparty. The Utility Special Entity benefits from any 
new or additional price competition. 

Once the CFTC’s Entity Definition rules are effective, as a result of the significant 
disparity between the general de minimis threshold and the special entity sub- 
threshold, the Alabama-based merchant generator or the Wyoming-based natural 
gas or coal producer, or any other market participant not intending to register as 
a “swap dealer,” will substantially limit its swap dealing activity in Utility Oper- 
ations-Related Swaps with Utility Special Entities. Indeed, in regions like California 
and the Southeast United States, where there are geographic concentrations of Util- 
ity Special Entities, a non-“swap dealer” counterparty may only be able to execute 
one such Utility Operations-Related Swap with one such Utility Special entity in a 
12 month period without the risk of exceeding the $25 million sub-threshold. The 
entity will set up its swap dealing activity business, its business processes, its docu- 


point, and for swaps that are not customized as are many Utility Operations-Related Swaps. 
To put these examples (and the $25 million Suh-Threshold) in context, the Los Angeles Depart- 
ment of Water and Power owns or operates 6,000 MWs of electric generation, and the New York 
Power Authority owns or operates 7,400 MWs of electric generation. JEA, formerly the Jackson- 
ville Electric Authority, hedges approximately 13.8 million mmBtus of natural gas in an average 
year as part of its fuel procurement process for electric operations, based on the past 5 years 
actual hedging activity. If each of these Utility Special Entities was limited to one $25 million 
hedge per year with each non-“swap dealer” counterparty, it would dramatically limit the ability 
of these Utility Special Entities to hedge or mitigate commercial risks arising from everyday 
utility operations. 

^^’An unintended consequence of the $25 million Special Entity Sub-Threshold applied to Util- 
ity Operations-Related Swaps will be to limit the Utility Special Entities’ available 
counterparties and force Utility Special Entities to engage in Utility Operations-Related Swaps 
with financial institutions and other entities that are registered with the CFTC. This would con- 
centrate, not disperse, risk to the United States financial system. For financial institutions, such 
activity may or may not be an activity in which such financial institutions or their “banking 
entity” affiliates are permitted to engage once the regulations implementing the Volcker Rule 
and other provisions of the Dodd-Frank Act rulemakings are finalized. Such Utility Operations- 
Related Swaps with “swap dealer” counterparties may also require the posting of margin by 
Utility Special Entities (depending on the applicable regulators’ final rules on capital and mar- 
gin). 
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mentation and its compliance programs to transact with counterparties other than 
the Utility Special Entities, including neighboring investor-owned utilities and elec- 
tric cooperatives.^^ The unworkably low, and comparatively disadvantageous, Spe- 
cial Entity Sub-Threshold threatens the Utility Special Entities’ uninterrupted ac- 
cess to these important and cost-effective commercial risk management tools. 

IV. Supporting Arguments 

For the following reasons, the Commission should approve the proposed rule 
amendment as soon as possible: 

A. The Commission has the Authority to Approve the Rule Amendment. 

Section la(49)(D) of the Commodity Exchange Act (“CEA”) as amended by the 
Dodd-Frank Act, and new CFTC Regulation 1.3(ggg)(4)(v) authorize the Commission 
to change or modify the requirements of the de minimis exception to the “swap deal- 
er” definition by rule or regulation, without engaging in further joint rulemaking or 
joint interpretative guidance with the Securities and Exchange Commission. The 
Adopting Release acknowledges this. See footnote 464 at 77 Fed. Reg. 30634, and 
related text. 

Section la(49)(D) provides as follows: 

“. . . (D) Be minimis exception. — The Commission shall exempt from designa- 
tion as a swap dealer an entity that engages in a de minimis quantity of swap 
dealing in connection with transactions with or on behalf of its customers. The 
Commission shall promulgate regulations to establish factors with respect to 
making of this determination to exempt.” 

As the Commission notes on page 30702 of the Adopting Release, “. . . CEA Sec- 
tion la(49)(D) directs the CFTC to promulgate regulations to establish factors with 
respect to the making of the determination to apply the de minimis exceptions to 
the definition of the term ‘swap dealer.’ ” 

New CFTC Regulation 1.3(ggg)(4)(v) provides as follows: 

“. . . (v) Future adjustments to scope of the de minimum exception. The 
Commission may by rule or regulation change the requirements of the de mini- 
mis exception described in paragraphs (ggg)(4)(i) through (iv) of this section.” 

Clearly the Commission has the authority to approve the proposed rule amend- 
ment. 

B. The Faetors Set Forth the Proposed Rule Amendment are Distinetly and Uniquely 

Applieable to Utility Operations-Related Swaps and to Utility Speeial Entities. 

The proposed rule amendment will have no affect on the de minimis exception to 
the “security-based swap dealer” definition. Nor will the proposed rule amendment 
have any affect on the de minimis exception to the Commission’s “swap dealer” defi- 
nition as it applies in general to special entities (including Utility Special Entities) 
engaging in financial swaps or nonfinancial “other commodity” swaps, other than 
those product types critical to hedging or mitigating commercial risks in the utility 
industry. 

The factors set forth in the proposed rule amendment are not applicable to secu- 
rity-based swap dealers or to their counterparties. Counterparties to security-based 
swaps do not need such security-based swaps to “hedge or mitigate commercial 
risks”, as is the case with commercial end-users’ need for nonfinancial commodity 
swaps to hedge or mitigate commercial risks. Congress specifically recognized the 
importance of protecting “commercial end-users” access to nonfinancial commodity 
swaps when it emphasized that the Dodd-Frank Act’s focus on financial market sta- 
bility and price and market transparency should not be achieved without also pre- 
serving commercial end-users’ access to swaps used to hedge or mitigate commercial 
risks.^2 

The factors that argue in favor of the Commission approving the proposed rule 
amendment are also inapplicable to entities involved in agricultural or metal com- 
modities transactions and swaps. Such entities are simply not subject to public serv- 


21 The Adopting Release notes that the statute’s de minimis exception intended to increase 
competition within markets for swaps by encouraging new entrants, thereby decreasing costs 
for commercial end-users and decreasing systemic risks by lessening concentration of dealing ac- 
tivity among a few major financial market participants. See 77 Fed. Reg. 30629. Ironically the 
special entity sub-threshold acts directly contrary to this stated statutory and regulatory objec- 
tive. For Utility Special Entities hedging commercial risks, the sub-threshold will serve to dis- 
courage new entrants and concentrate the Utility Special Entity’s counterparty credit risk. The 
proposed rule amendment would restore this competitive, and less risky, market structure. 

22 See 156 Cong. Reg. H5238 (the “Dodd-Lincoln letter”). 
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ice obligation comparable to those that apply to utilities that require Utility Oper- 
ations-Related Swaps to hedge commercial risks associated with utility facilities, op- 
erations and public service obligations. Utilities (including Utility Special Entities) 
have public service obligations under Federal, state and local laws and regulations, 
and utility reliability obligations, that other industries simply do not share. Con- 
gress recognized these important obligations throughout the Dodd-Frank Act as de- 
serving of the Commission’s regulatory deference. See Section 720 of the Dodd- 
Frank Act calling for FERC/CFTC Memoranda of Understanding, new CEA Section 
2(a)(l)(D regarding jurisdiction of the various energy regulatory agencies, and new 
CEA Section 4(c)(6) directing the Commission to consider public interest waivers of 
its jurisdiction. 

The Commission clearly has the authority to approve the proposed rule amend- 
ment. The factors that argue in favor of the proposed rule amendment, and limit 
its affect, reflect the unique and the different characteristics of these types of 
“swaps” and these market participants, and recognize the differing applicable laws 
and regulations, and statutory and regulatory policies The Commission should ap- 
prove the proposed rule amendment and do so as soon as possible. 

C. Nothing in the Dodd-Frank Act or the CEA Requires the Special Entity Sub- 

Threshold. 

The proposed rule amendment is narrowly tailored to achieve both the statutory 
goals and Congressional intent underlying the Dodd-Frank Act, and to leave in 
place the supplemental investor protection objectives of the Commission in including 
the Special Entity Sub-Threshold in the “swap dealer” definition. 

In the Dodd-Frank Act, Congress imposed on registered “swap dealers” height- 
ened business conduct standards when advising, offering or entering into swaps 
with “special entities.” Nothing in the Dodd-Frank Act imposes or requires the Com- 
mission to impose business conduct standards on entities that are not required to 
register as “swap dealers.” Nothing in the Dodd-Frank Act requires the Commission 
to impose an exponentially smaller de minimis sub-threshold for counterparties that 
are not registered “swap dealers” and that enter into swaps to which “special enti- 
ties” are counterparties. The Adopting Release acknowledges as much, character- 
izing the lower threshold as “consistent with the fact that Title VITs requirements 
applicable to swap dealers . . . provide heightened protection to these types of enti- 
ties.” 77 Fed. Reg. at 30630 (emphasis added). 

The Adopting Release cites the Dodd-Frank Act provisions that impose on reg- 
istered swap dealers and major swap participants (those market professionals whose 
activities are directly regulated by the Commission) heightened business conduct 
standards and documentation requirements for interacting with “special entities.” 
The Adopting Release then extrapolates without explanation as to why it is con- 
sistent for the Commission to extend its regulatory reach beyond the market profes- 
sionals registered as “swap dealers,” whose conduct the statute intends it to regu- 
late, to impose restrictions on the activities of entities that are not swap dealers, 
and whose de minimis “swap dealing activities” do not require such registration. 
The Special Entity Sub-Threshold is a clear regulatory overreach by the Commis- 
sion, and should be modified where such regulatory overreach negatively affects the 
ability of yet another group of entities that are not “swap dealing” — the “Utility Spe- 
cial Entities” — to hedge or mitigate the commercial risks of their nonfinancial, pub- 
lic service enterprises. 

The Adopting Release gives examples of situations where the special entity 
“lacked the requisite sophistication and experience to independently evaluate the 
risks of the investment and exposed the [special entity] to a heightened risk of cata- 
strophic loss ultimately led to a complete loss of their investments.” See footnote 425 
and text accompanying at 77 Fed. Reg. 30630 (emphasis added). In the examples, 
the special entities were acting outside the scope of their core operations as inves- 
tors in financial derivatives, interacting with financial institution or “financial enti- 
ty” market professionals, using cash reserves or other cash assets of the special enti- 
ty to invest (for profit or loss) in financial derivatives instruments. By contrast, the 
Utility Special Entities use Utility Operations-Related Swaps to hedge the commer- 
cial risks of their core utility operations, not to invest for profit. 

D. The Proposed Rule Amendment is Consistent with Both Congressional Intent of 

the Dodd-Frank Act and Will have No Affect on the Commission’s Investor Pro- 
tection Policy Objectives. 

The investor protection objectives of the Dodd-Frank Act, and the Commission’s 
own “consistent” and supplemental investor protection objectives as expressed in the 
Adopting Release, would not be affected or compromised by the proposed rule 
amendment. As is clear from the proposed definition of “Utility Operations-Related 
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Swap,” the Utility Special Entity enters into such a nonfinancial commodity swap 
to hedge commercial risks that arise from its utility facilities, operations and public 
service obligations. 

The proposed rule amendment is drafted narrowly to respect the Commission’s in- 
vestor protection policies but to achieve the distinct, but equally important. Congres- 
sional intent of the Dodd-Frank Act: to preserve cost-effective (and comparative, 
competitively equal) access to nonfinancial commodity swaps that Utility Special 
Entities use “to hedge or mitigate commercial risks.” 

The proposed rule amendment does not amend either the general de minimis 
threshold for swap dealing activity. The general de minimis threshold would con- 
tinue to apply to Utility Operations-Related Swaps to which Utility Special Entities 
are counterparties. Nor does the proposed rule amendment change the “special enti- 
ty sub-threshold” for swaps in asset classes or product types other than Utility Op- 
erations-Related Swaps to which Utility Special Entities are counterparties. 

In defining the term “Special Entity” in Section 4s(h)(2)(C) of the Dodd-Frank Act 
and establishing the heightened business conduct standards for registered “swap 
dealers,” Congress did not intend for the Commission expand its regulatory over- 
sight beyond oversight of regulated “swap dealers” to place restrictions on entities 
that are not required to register as “swap dealers.” In establishing the Special Enti- 
ty Sub-Threshold and then not substantially raising it when it raised the general 
de minimis threshold, the Commission restricted Utility Special Entities’ competi- 
tive abilities, and severely restricted Utility Special Entities’ access to the non- 
financial commodity swaps needed to cost-effectively hedge or mitigate commercial 
risks. 

V. Process and Timeline for Petition 

The Petitioners respectfully request the Commission to act as soon as possible on 
the proposed rule amendment — to remove continuing regulatory uncertainty for the 
Utility Special Entities and counterparties that would, but for the Special Entity 
Sub-Threshold, be available to enter into Utility Operations-Related Transactions 
with Utility Special Entities. As the Commission’s new “swap” regulations are pro- 
posed, become final and implementation begins, market participants are evaluating 
whether and how to participate in the new market structure for “swaps.” At the 
same time. Utility Special Entities have continuing utility public service obligations 
to provide affordable, reliable utility service to their customers, and consequently 
have both short-term and long-term commercial risks to hedge. 

As the effective dates and compliance dates approach for the new “swap” regu- 
latory regime, market participants are beginning to turn their attention away from 
current activities in nonfinancial commodities and commodity swaps in general. The 
challenges of the new regulatory requirements applicable to “swaps,” including chal- 
lenges for systems, staffing, compliance, documentation and reporting are over- 
whelming, even for the largest financial institutions and financial markets profes- 
sionals, especially given the tight and interrelated compliance timelines. 

The added challenge of determining whether to register as a “swap dealer” for one 
or more asset classes or product types of “swaps” are even more daunting for a non- 
financial entity, whose primary and ongoing business is not trading or investing or 
dealing in the financial markets, but drilling for natural gas, mining coal, or gener- 
ating, transmitting and/or delivering electric energy or natural gas to consumers.^^ 


23 A number of the nonfinancial entities with whom the Petitioners (or the trade association 
Petitioners’ members) transact in Utility Operations-Related Swaps have told us that they are 
currently evaluating their nonfinancial commodity “swap” activities in light of the final Entity 
Definitions rules, the Interim Final Rule in Section 1.3(ggg)(6)(iii), and the statutory guidance 
provided in the Adopting Release and elsewhere in the CFTC’s regulations, interpretations and 
precedents. Such nonfinancial entities are also awaiting the CFTC’s final rules defining the term 
“swap,” which is the foundational rulemaking which will enable the energy industry to under- 
stand the scope of the CFTC’s jurisdiction over our industry’s transactions. As of July 10, 2012, 
for the electric and natural gas utility industry, the challenges are compounded hy the con- 
tinuing uncertainty as to what is and isn’t a “swap,” a “nonfinancial commodity forward” trans- 
action, a nonfinancial commodity forward with embedded optionality, or a “trade option.” See 
footnote 6 above. Once the rules defining “swap” are final with respect to our industry’s trans- 
actions, each nonfinancial entity will then (and can only then) analyze which of its activities 
will fall within the definition of “swap,” and therefore would or could be “swap dealing,” which 
of its activities will be excluded as “hedging a physical position” (depending on the outcome of 
that final rulemaking), or fit within other safe harbors under the interpretive guidance provided 
by the Commission. Then and only then can the nonfinancial entity decide, as a business mat- 
ter, whether to continue all or any of its swap dealing activities, and whether to register as a 
“swap dealer” or to register for a limited designation as a “swap dealer” for certain asset classes 
and product types (that may or may not include particular Utility Operations-Related Swaps). 

Continued 
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If a market participant decides to continue some amount of “swap dealing activ- 
ity” in Utility Operations-Related Swaps, it will carefully evaluate and then estab- 
lish compliance procedures to monitor the two de minimis thresholds. In doing so, 
it will certainly hesitate or delay incurring the expense of setting up specially cali- 
brated systems, compliance processes and staff training in order to engage in one 
or two such swaps with Utility Special Entities within a 12 month period. A non- 
financial counterparty that does not choose to register as a “swap dealer” will in- 
stead understandably focus on modifying its business processes and documents to 
engage in swaps with counterparties other than Utility Special Entities, under the 
general de minimis exception threshold. 

We request that the Commission promptly publish the proposed rule amendment 
for comment in the Federal Register, without waiting for the effective date of the 
Entity Definitions rules. We recommend a public comment period of no longer than 
20 days, and respectfully request publication of the Commission’s final approval or 
grounds for denying the rule amendment within 10 days thereafter.^’' The Peti- 
tioners request that the amended rule be retroactive and prospective for all Utility 
Operations-Related Swaps to which a Utility Special Entity is a counterparty en- 
tered into after the effective date of the Entity Definition rules. 

VI. Conclusion 

The Petitioners respectfully petition the Commission under CFTC Regu- 
lation 13.2 to amend CFTC Reflation l(ggg)(4), whieh implements the de 
minimis exeeption to the definition of “swap dealer,” as described above. 

Signature Page — Special Entity Sub-Threshold Petition 

Please contact any of the individuals below or Patricia Dondanville, Reed Smith 
LLP, 10 South Wacker Drive, 40th Floor, Chicago Illinois 60606, telephone (312) 
207-3911, or e-mail pdondanville@reedsmith.com, if you have questions regarding 
this Petition. 

Respectfully submitted. 
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John Twitty 
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Chair, Tax and Finance Task Force 
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Alternatively, only then can such a nonfinancial entity alternatively decide to wind down any 
swap activities which the Commission might consider to be “swap dealing activities.” Nothing 
requires a nonfinancial entity (whose primary business is not to engage in financial markets 
transactions like “swaps”) to continue its past or current business strategies. If a particular non- 
financial entity decides to continue some level of swap dealing activity, it may decide not to con- 
tinue such activity as a registered “swap dealer.” At last decision point, once the new Dodd- 
Frank Act rules are effective and as compliance dates approach, these entities will restrict their 
swap dealing activity to stay well below the two very different de minimis exception thresholds 
in the CFTC’s swap dealer definition. 

24 The proposed rule amendment relieves a competitive restriction on Utility Special Entities, 
and modifies the special entity sub-threshold to the de minimis exception to the definition of 
“swap dealer.” The Commission and interested persons in the electric and natural gas industry 
have been on notice of the Utility Special Entities’ concerns since early May 2012. As a result, 
the proposed rule amendment is entitled to the earlier effective date permitted by CFTC Regula- 
tion 13.6. 
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Tel: (414) 838-8576 Tel: (202) 464-0835 

E-mail: 835consulting@gmail.com E-mail: dschryver@apga.org 

Bonneville Power Administration 

Virginia Schaeffer 
Virginia K. Schaeffer 
Attorney 

Office of the General Counsel — LC-7 
P.O. Box 3621 

Portland, Oregon 98208-3621 
Tel: (503)230-4030 
E-mail: vkschaeffer@bpa.gov 

CC: 

Honorable Gary Gensler, Chairman 
Honorable Bart Chilton, Commissioner 
Honorable Jill E. Sommers, Commissioner 
Honorable Scott O’Malia, Commissioner 
Honorable Mark Wetjen, Commissioner 
Office of the CFTC General Counsel 

The Chairman. Thank you for your testimony, and I would note 
to my colleagues on the Committee that at approximately 1:05, 
maybe 1:15, we will begin a series of votes, so we will endeavor to 
conclude all of our business in a timely fashion. I recognize myself 
for 5 minutes. 

Mr. Duffy, does the CME’s recent designation by the FSOC and 
the regulatory requirements associated with it put CME in a better 
position to hold customer segregated funds instead of a third-party 
custodian? 

Mr. Duffy. Well, I don’t know if the designation has anything 
to do with CME or a third party holding the funds. You know, this 
is something that we had put out there just to — we don’t have all 
the details worked out yet. We still believe that the ECMs are very 
capable of holding the customer funds, but at the same time, we 
know there needs to be confidence in the marketplace so if in fact 
the customers felt safer with CME Group or a third-party deposi- 
tory, we would be prepared to move forward with that. 

The Chairman. Very good point. 

Mr. Roth, your testimony states that you began an examination 
of PEGBest in mid-June. Was it a scheduled audit or inspired by 
some anomaly? 

Mr. Roth. The audit that we began in mid-June was part of our 
regular cycle of audits for ECMs where we try to see each ECM 
each year. I don’t want to suggest that that is the only time we 
ever examined PEG. We had a number of limited-scope audits in- 
volving sales practice-type issues and their supervision of IBs but 
the June audit was part of the regular cycle. 

The Chairman. For the regular audits that you conducted of 
PEGBest, was Mr. Wasendorf, Sr. ever personally involved in those 
audits? 

Mr. Roth. When we would ask questions of staff, I am sure there 
were certain questions that we posed to staff that were answered 
by Mr. Wasendorf, Sr. I can’t say specifically which questions were 
directed to him and which were to the chief compliance officer or 
the chief financial officer. It would not surprise me if we had posed 
certain questions directly to Mr. Wasendorf. 
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The Chairman. Based on NFA’s internal investigations of 
PFGBest, was this a Ponzi scheme in the classic sense? 

Mr. Roth. It is a distinction that no one but a regulator would 
care about. It is not a Ponzi scheme in the sense that they were 
reporting false profits to customers and paying old customers off 
with new customer money. It was really just more of an outright 
theft of customer funds. 

The Chairman. Thinking about the description both in your writ- 
ten testimony and your oral, do you believe that more than one 
person would be required to be involved in such a defrauding of 
customers and regulators alike. I mean, getting both the customers 
and the regulators is a pretty impressive accomplishment. 

Mr. Roth. You know, obviously there is an ongoing investigation 
conducted by the Justice Department. I don’t have any firsthand 
facts. I can just tell you that the volume, the sheer volume of 
forged documents produced on a daily basis was fairly staggering, 
and again had to be produced on a daily basis, and Mr. Wasendorf 
obviously traveled occasionally and wasn’t in the office, but I really 
don’t have any firsthand knowledge. I hope that the investigation 
will ultimately uncover that. 

The Chairman. Thank you. 

Mr. Lukken, the CFTC and the SEC have different approaches 
to writing and disseminating rules as required by Dodd-Frank. 
CFTC has formalized the rules basically one at a time, in some 
cases involving an effective date until 60 days after issuing the 
final rules on the entity or the product definitions. The SEC, on the 
other hand, is holding rules basically until all of the rules are com- 
pleted. It will then issue a sequencing document, as I understand 
it, and solicit public comment. Which agency approach is right? 
You have a little bit of insight here. And why? 

Mr. Lukken. Well, as I mentioned, the Dodd-Frank implementa- 
tion, although conceptually most people are in agreement with 
what came out of the G20 commitment in Pittsburgh after the fi- 
nancial crisis, but the implementation of that has been very tricky 
and complex within the industry. As I mentioned in my testimony, 
the SEC has actually put forward a good way to try to give cer- 
tainty to the industry of how they are going to implement this 
rather than devote resources, time and energy potentially wasted 
if you are either in and it turns out that you are out and you may 
devote resources unnecessarily, or the opposite where you are 
caught, where you think you are not in, but you turn out to be in. 
The SEC seems to have taken a logical approach, a measured ap- 
proach, and I would encourage the CFTC to do the same. 

The Chairman. Mr. Heck and Mr. Conner, I believe we all heard 
together here today the CFTC Chairman indicate that he would ad- 
dress the issues pertaining to the recording of farmers’ conversa- 
tion as it comes to contracts. Do you find that to be a reassuring 
public, stressing public, statement by the Chairman in that regard? 

Mr. Conner. Mr. Chairman, I do, and we have worked very 
closely with Chairman Gensler throughout the rulemaking process 
and he has been good to his word, and he was pretty clear today. 
We look forward to seeing the follow-through on that on what we 
think is really a pretty absurd concept, when you really get down 
to putting it in place out there on the ground. 
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Mr. Heck. I believe, Mr. Chairman, at the NGFA, we would 
agree with Mr. Conner’s comments. I think the CFTC is open to 
dialogue on this point and we will certainly take advantage of that. 

The Chairman. Mr. McElroy, with my colleagues indulging me 
for one last question on the final swap rule, you mentioned the 
public power and public gas utilities and the new costs and how 
that will be moved on down to the ratepayers, because ultimately 
that is who pays the bills in regards to utilities. One last question, 
and it is more rhetorical and you can answer if you care to. What 
did the customers of public power and gas companies have to do 
with the financial crisis to deserve this? 

Mr. McElroy. That is a question we have asked over and over 
again, and we don’t have a good answer for that. 

The Chairman. My time has expired. I turn to the fine gen- 
tleman from Iowa for his 5 minutes. 

Mr. Boswell. Well, thank you, Mr. Chairman, and I just — again, 
our earlier dialogue, you got it right what you were trying to do 
as far as the authorization committee but the appropriations side 
of it is a concern of mine, and I kind of want to talk about that 
just a little bit. 

First off, I guess I will go to Mr. Roth. Mr. Wasendorf had been 
a member of the NFA advisory committee and the chief compliance 
officer of this had been a senior compliance officer at NFA as well. 
It indicates to me in looking at the magnitude of this whole thing, 
there must be quite a few, or could be quite a few others impli- 
cated. What is your thought about that, and if you think there 
could be others, what are we doing to find out? 

Mr. Roth. Well, let me first state with respect to the chief com- 
pliance officer, she had been a former employee of NFA but she left 
NFA 15 years ago, so that is a pretty long departure. I don’t think 
any of the people that were involved in our audits had overlapped 
with her at NFA. 

Mr. Boswell. So her information having been on the inside 
wouldn’t necessarily be applicable to how she would try to defraud 
us now? 

Mr. Roth. Well, obviously, the procedures that we follow now 
aren’t the procedures that we followed 15 years ago, but I would 
also point out, I think there were reports trying to portray her as 
having been a high-level executive at NFA, and she wasn’t. She 
was a member of the compliance department but she didn’t have 
any sort of senior management position at all. 

You mentioned Mr. Wasendorfs position on our FCM advisory 
committee. The FCM advisory committee is a committee that does 
just that. It has no authority to take any action. It advises the 
board on any such rulemaking issues that are coming before the 
board. Mr. Wasendorf was one of the nine or ten members on that 
committee. 

Mr. Boswell. Okay. I am satisfied with that answer. 

Again, the magnitude, it seems to me like there has to be a lot 
of people involved in this day-to-day operation of the fraud that 
took place. 

Mr. Roth. Congressman, one point, when we talk about pre- 
venting this type of fraud in the future, and I have tried to describe 
the steps we are taking to really make the surveillance of customer 
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segregated funds as tight as we possibly can, but let me just men- 
tion an obvious point, I guess. One way to prevent fraud is to deter 
fraud through vigorous prosecutions of the laws that are on the 
books now, and everybody would agree with that and I would cer- 
tainly hope that the ongoing investigation conducted by the Justice 
Department will uncover all the evidence and ultimately make that 
judgment as to whether other people were involved or not. 

Mr. Boswell. Well, I also in our conversation understand that 
because of your funding system, you are actually expanding the 
size of your operation, personnel, equipment and so on. To what ex- 
tent are you expanding and where do you intend to go? 

Mr. Roth. I would say that over the last 5 to 6 years, we have 
had a 33 percent increase in the size of our compliance department 
just because of increased demands. Our budget this year that was 
just approved by the board calls for a 27 percent increase in admin- 
istrative spending. That is in anticipation of the increased respon- 
sibilities under Dodd-Frank. We frankly anticipate we will 

Mr. Boswell. Thank you. I understand it well. 

And then I guess it picks up, Mr. Chairman, my point is, how 
does CFTC do their job, and I continue to be concerned about that. 

Mr. Conner, I haven’t seen you for a while. You know my respect 
and appreciation for co-ops and farmers and ranchers and what it 
means to us, and I would guess that we have a lot of people out 
there that were involved in this recent thing that have really been 
whacked pretty hard. Would you agree to that? 

Mr. Conner. Well, we certainly know we have members and 
farmer-owners. Congressman, who were caught up in the MF Glob- 
al circumstance. I think it is a little too early to say in the other 
Sioux City circumstance exactly the impact but certainly you can 
expect some. 

Mr. Boswell. You heard Mr. Roth — thank you, Mr. Roth, for 
your straightforwardness about how you intend to expand and how 
you are doing it and so on. Are the rest of you, are you doing the 
same thing? And also today’s electronics, are you actually looking 
at what the bank is doing as you look at the reports you are getting 
back? Are you doing that now? Maybe you might comment on that, 
any and all. 

Mr. Duffy. Well, Mr. Boswell, at the CME, we are working in 
conjunction with the NFA and the CFTC to have that ability to go 
ahead and look straight through into the bank records. 

Mr. Boswell. You are looking at it, but are you doing it? 

Mr. Duffy. We have the ability today to call the FCM and say 
we want to have a look at the bank statement to make sure the 
monies are there. Now, it will go on a more real-time basis but at 
the moment right now we can today as of recently go ahead and 
deploy this technology. 

Mr. Boswell. My time is running out, but any of the rest of you 
doing it any different than what we just have heard? 

Mr. Lukken. I wouldn’t say differently but the FCMs, the prob- 
lem needs to be solved at all levels, at the Federal regulatory level, 
and Chairman Gensler testified this morning that he is looking at 
this, at the self-regulatory level, but the firms themselves who our 
trade association represent. They are implementing internal con- 
trols, making sure there is separation of duties between CFOs and 
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compliance people, making sure that all the controls are in place 
and disclosures are happening so that this can he ferreted out ear- 
lier so that this doesn’t occur over a 20 year period of time. 

Mr. Boswell. Mr. Chairman, my time is up. Could we indulge 
the rest of them to see if they want to comment on that particular 
question? 

The Chairman. The panel is most welcome to address any 
thoughts to the Member’s question they care to. 

It looks like the gentleman’s time has expired. 

Mr. Boswell. Thank you. 

The Chairman. The chair now recognizes the gentleman from 
Florida for 5 minutes. 

Mr. Southerland. Thank you, Mr. Chairman. 

I have to take a deep breath because you guys have some major 
problems, and it would be very convenient to blame the lack of reg- 
ulation. You know, I have been a state regulator or appointed to 
serve as Chairman of regulatory boards. Mr. Lukken, you men- 
tioned educating customers. Well, that is great. That is great. You 
mentioned that with depressed futures volumes, historically low in- 
terest rates and an ultracompetitive pricing model, FCMs are 
under tremendous strain financially. Well, bless your heart. My 
heart bleeds for you. I am being a little facetious there because it 
doesn’t. My heart bleeds for the thousands of hardworking men and 
women that have been damaged permanently because of your inac- 
tion. You know, it is not a sin of commission that you are guilty 
of. It is a sin of omission. 

My family business is in an industry that we helped self-regu- 
late, and as the Chairman of boards in the State of Florida, I have 
handed down death sentences to businesses who have violated the 
public trust. Now, your challenges are not depressed futures vol- 
umes. Your challenges are not historically low interest rates. Your 
challenges are not ultracompetitive pricing models or the tremen- 
dous strain financially. Gentlemen, you represent an industry that 
has an integrity crisis, an integrity crisis, and you can’t build a 
marriage, a family, a small business, a state, a country, you can 
build nothing of value that can withstand the long haul apart from 
integrity. 

I am led to believe here that for 20 years this company fooled 
you. You are the front line. You are it to whom much is given, 
much is expected. I have little pity for you. I have anger for what 
I have heard here today. 

You know, we talk about studying. Well, that is great. Studying? 
Do something. We talked about — one of the things that I hear — we 
talk about the insurance, the Securities Investor Protection Cor- 
poration, how it needs to be spread to protect the customers. We 
have talked about that. Well, by God, do it. Make it happen. Re- 
store public trust. You have an integrity problem, and we as Mem- 
bers of Congress, we can’t solve your problems. We can sit here and 
express anger from those that we represent that have been harmed 
by the inaction of this industry. 

I shiver to think what else is out there. It terrifies me. And Mr. 
Chairman, I have to tell you, my blood is boiling because you have 
not earned the right — ^you shared here, Mr. Duffy, you talked about 
you caution us to move authority to the government and away from 
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the industry. What have you done to deserve self-regulation? Your 
inaction is destroying lives, and it angers me, and I know that 
down here on the other end, APPA, I know that Mr. McElroy, you 
talk about the great things in Dodd-Frank. Well, let me tell you 
some unintended consequences as a small business owner. I will 
tell you, Mr. Conner, the small businesses that you represent, we 
can’t get capital from our community banks because of Dodd-Frank. 
There are unintended consequences of that regulation, and so when 
you sit here and you talk about you support it, well, that is won- 
derful, but to the small businesses that represent the American 
economy, Dodd-Frank is killing our community banks, and you 
have now created the legitimacy of regulation, and it will have un- 
intended consequences on good, hardworking men and women that 
are doing everything right, and my family is one of those. I have 
a brother that got up this morning at 3:30 to go to the log woods 
to haul timber to mills. More regulation? He can’t work any harder. 
To whom much is given, much is expected. I am terribly dis- 
appointed. 

And Mr. Chairman, I know I have gone over my time, but there 
are some things that I think need to be said. 

The Chairman. The gentleman’s time has expired. The chair now 
turns to the gentleman from California for 5 minutes, Mr. Baca. 

Mr. Baca. Well, thank you very much, and I want to thank the 
witnesses, and I am on the other side and I appreciate the Dodd- 
Frank legislation because it is important that we do have account- 
ability and we have those kind of regulations that are important 
for us and that we have the transparency. We also have the over- 
sight, and if we didn’t have this, that is why the abuse would be 
there. And so it is very important when we talk about it, it is easy 
to talk about not having the regulations. That is what led us to the 
problems that we have. We didn’t have a lot of the regulations in 
the banking industry and Wall Street, and then we used to have 
a gentleman that says trust me, we are making the right kind of 
decisions. We didn’t make the right kind of decisions. That is why 
we have come up with the Dodd-Frank. We have to allow it to grow 
and develop and hold those accountabilities to allow community 
banks and others to do the right thing for the American people, 
and unless we do that and we have those regulations in place, it 
is not going to happen. I just wanted to state that because my good 
friend from Florida indicated different. I just wanted to make sure 
that I presented my side that is a little bit different than him be- 
cause he comes from an area that he would like to do whatever he 
wants. I don’t believe that is the way we should be and we should 
have regulations in place. So thank you very much. 

With that, I would like to ask a question of Mr. Roth in terms 
of how does — in lay terms, how does the e-confirmation process of 
customer segregated bank accounts work for the FCM members? 
And this is for Mr. Roth. 

Mr. Roth. The e-confirmation process that we began using after 
the first of the year basically makes the confirmation process much 
less paper-intensive, more efficient and really is no additional cost 
to the FCM at all. There is a cost that is paid by NFA to the ven- 
dor of this service. But it has really improved both efficiency and 
in this particular case helped uncover a fraud. 
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Mr. Baca. Thank you, and that is why the regulations are impor- 
tant and that is the reason the Dodd-Frank is there, and if we 
didn’t have it, we wouldn’t he able to detect that. And do you think 
that online confirmation will be an effective oversight and fraud- 
prevention tool? Why or why not? 

Mr. Roth. I think it is a good step but I don’t think it is enough. 
That is why we are going to our board and asking for this direct 
view-only online access and then moreover building a system in 
which we will get daily reports from all depositories for customer 
segregated funds. So the e-confirm process has been a huge help, 
and it is a step along the way, but there are certainly bolder steps 
that we are taking and starting at our August board meeting and 
moving on from there to build the system I described in my testi- 
mony. 

Mr. Baca. Thank you. Let me ask just a general question be- 
cause it is a topic that we were discussing and my good friend from 
Florida was saying that we didn’t need the regulations. Do you be- 
lieve that we should have regulations and regulations should be in 
place whether it is the Dodd-Frank legislation or any others? Do 
you believe that regulations are good for us? And I open it to all 
of you. Or should we just allow everybody to say trust me, I am 
going to do the right thing? And I open it up for all of you? 

Mr. Roth. Could I go first? 

Mr. Baca. Yes. 

Mr. Roth. I have been a regulator for 29 years so I may bring 
a little bias to this question, but obviously the whole point of regu- 
lation is based on the recognition that these markets are vital to 
our economy. For the markets to thrive, there has to be public con- 
fidence in the integrity of the markets, and the regulatory process 
is designed to ensure that integrity and foster that public con- 
fidence — so regulation is essential. The question is, how to do it 
right, how to do it smart and how to do it in a way that the bad 
guys can’t win? 

Mr. Baca. That is the only way that we can also restore that 
public trust that the gentleman from Florida said that we needed 
to do, but thank you. 

I will open it up for the rest, any one of you that would like to 
address it. 

Mr. Lukken. I will quickly address it. I am a former regulator 
so I am supportive, as Dan mentioned, smart regulation, making 
sure that it makes sense for the marketplace, that it stops this type 
of behavior but also proper enforcement of that regulation. I think 
that is where we need to concentrate. There are lots of rules to the 
road. Let us make sure that those are being properly enforced, and 
certainly some of the things that have been mentioned today, the 
e-confirm system, giving access to regulators, those are all great 
tools that will allow them to enforce these rules and make sure this 
is ferreted out quickly. 

Mr. Baca. Thank you. 

Anyone else? 

Mr. McElroy. I think we are generally supportive but if it goes 
so far and we do have unintended consequences, we have to be 
careful of that. From our industry standpoint, looking at some of 
the regulations that appear to potentially affect, adversely affect 
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our customers in public power and small businesses is a little bit 
of a challenge given the cost-benefit, and it is an unintended con- 
sequence. On a broad scheme in terms of the regulatory regimes 
and issues, I couldn’t agree more, couldn’t agree more, hut when 
it gets down to such a low level and unintended consequences, 
there needs to be a way to address that and ensure that those 
small folks, small businesses on Main Street don’t get hurt. 

Mr. Baca. Right, and those are areas that we need to work on 
and try to define to allow that public trust and allow that entity 
to grow, so all of us can agree on that. 

Anybody else? If not, I know my time has expired. If not, I would 
like to thank the Chairman for allowing me to ask a few questions. 
Thank you very much. 

The Chairman. The gentleman’s time has expired, and the 
Chairman will just note that his good friends on the West Coast 
and East Coast always have very sincere discussions about philos- 
ophy and policy. 

And with that, the gentleman from Illinois is recognized for the 
final set of questions for 5 minutes. 

Mr. Hultgren. Thank you, Mr. Chairman, and I do thank you 
all for being here. These are tough times. This is difficult. You 
know, it is not new that we have corrupt people who break the law, 
but we have to do everything we can to go after them and to be 
working together to make sure that this doesn’t happen, that we 
keep the integrity in a system that is so important to the viability 
of our nation, of our future. 

I want to just follow up on a couple questions I had for Chairman 
Gensler just to see if you have any thoughts on this. I had men- 
tioned about yesterday the CFTC publishing the initial list of 
swaps proposed to be subject to the clearing mandate, talked about 
that Europe will not be prepared to have any such clearing man- 
date in effect until at least 2013. The Chairman talked a little bit 
about Asia and where they are coming in, also a different timing. 
So it sounds like again there are going to be different timings that 
these mandates will come in. I wanted to ask you what impact you 
expect the timing of these mandates to have since they are not co- 
ordinated. 

Mr. Duffy. I will just quickly answer. I think that any time you 
don’t have universal coordination on markets that are global in na- 
ture, it could always be an issue. So obviously we are a bit con- 
cerned about the United States always being the leader in regula- 
tion and nobody else following because sometimes business will go 
along with it. I know the financial services industry has not exactly 
been the shining star in the room over the last several years, but 
I assure you, it is one of the most important things that the United 
States of America has going for it is the United States financial 
system. I would hate to see us get overregulated to a point or have 
rules put upon us that put us in a very — a place that is very anti- 
competitive, so that is really my biggest concern, sir. 

Mr. Hultgren. I am concerned of that as well. Any other 
thoughts that anyone has? Otherwise I have a couple other ques- 
tions. 

LIBOR has been a big issue obviously through this process, and 
given the impact that LIBOR has had on lending for mortgages 
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and credit cards and now suspicion cast on the integrity of that 
rate. I wonder if there are any other benchmarks that are out there 
that may he more reliable from your perspective? 

Mr. Duffy. There are several benchmarks out there, sir, but you 
have to realize that there is $377 trillion benchmarked to LIBOR 
with an additional $10 trillion in loans. This is probably the largest 
amount of money benchmarked to any particular one asset class, 
and there are other rates such as Fed funds that could maybe po- 
tentially substitute. I think that many people believe that with the 
now-discovery of what CFTC has done with Barclays that the 
LIBOR process as it goes forward may become the most reliable 
index, not the most vaulted index. 

Mr. Hultgren. Let me stick with you, Mr. Duffy, if that is all 
right, just a couple more questions. I know that you testified about 
hundreds of millions of dollars that the CME has dedicated to SIPC 
trustee and you talked about the CME trust pledge. I wonder if the 
trustee had taken advantage of the CME guarantee. Why, if so, or 
why not? 

Mr. Duffy. Congressman, as everybody knows, CME Group 
pledged $550 million to the clients of MF Global to the trustee in 
order to get money back as quickly as possible. The trustee, I be- 
lieve, is up to 82 ^ on the dollar and working its way north of that. 
I don’t believe the trustee has taken advantage of CME Group in 
any which way. I think the trustee has had the ability to move fast 
because of what CME did, so I don’t believe it was taken advantage 
of. I think it was the right thing for us to do and the right thing 
for the clients to get. 

Mr. Hultgren. Again, Mr. Duffy, Mr. Roth, maybe if you could 
comment on this, and this is just a fundamental question of who 
has more interest in the integrity of the futures market? The ex- 
changes or the government? I would like to hear your point of view 
of how important integrity is. 

Mr. Dufey. I have a real philosophical view on this since I spent 
my first 22 years never getting a paycheck in my life and the only 
way I made a paycheck is by trading. I believe that the funda- 
mental core of the futures market is the credibility of it, and that 
is where I sit today as Chairman and President of the company. 
That is the philosophy, is the credibility, contrary to what Mr. 
Southerland said, and the core of this business, and we will do 
whatever it takes. So whether we are now a for-profit public com- 
pany, if we don’t have a credible business line, we don’t have a 
credible for-profit public company, and that is the way we put it 
in order. 

Mr. Roth. From my point of view. Congressman, the suggestion 
that the fraud at Peregrine would have been uncovered more quick- 
ly if the examiners had been on the government’s payroll instead 
of our payroll is something that I just don’t think has a rational 
basis in fact. I think to me, the key question is less who is doing 
the looking than it is how are they doing the looking. That is why 
we immediately after MF Global started trying to incorporate as 
much technology as we can in this process and why we are taking 
the steps that I outlined in my testimony. 

Mr. Hultgren. Well, my time has expired. I appreciate again 
you being here. These are again very difficult times. All of us are 
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committed to the integrity of our financial system, so I ask just to 
continue to work together. I know you are passionately committed 
to that as well as we are to make sure that that confidence is there 
but also to make sure that our constituents aren’t hurt, our farm- 
ers, ranchers, people who are engaged in these markets aren’t hurt. 
We want to do that. 

So thanks for being here. We are going to need to continue to 
work together again to make sure that we solidify that integrity of 
the markets and continue to protect our constituents. With that, I 
yield back. Thank you, Mr. Chairman. 

The Chairman. The gentleman’s time has expired. The gen- 
tleman yields back. With that, all time has expired. 

I wish to thank our panel as we dismiss them for your insights 
and your answers to our questions, and to note before we adjourn, 
I invite my acting Ranking Member, any closing comments, Mr. 
Acting Ranking Member? 

Mr. Boswell. I just appreciate that we have had this today. 
Thank you for your work, and I am taking it from here that you 
are going to go out there and work harder and increase your re- 
sources to get it done. 

Thank you very much, and with that, I yield back. 

The Chairman. The gentleman yields back. 

Under the rules of the Committee, the record of today’s hearing 
will remain open for 10 calendar days to receive additional mate- 
rial and supplemental written responses from the witnesses to any 
questions posed by a Member. 

This hearing of the Committee on Agriculture is adjourned. 

[Whereupon, at 11:18 a.m., the Committee was adjourned.] 

[Material submitted for inclusion in the record follows:] 
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Supplementary Material Submitted by Hon. Gary Gensler, Chairman, 
Commodity Futures Trading Commission 

During the July 25, 2012 hearing entitled. Oversight of the Swaps and Futures 
Markets: Recent Events and Impending Regulatory Reforms, requests for information 
were made to Mr. Gensler. The following are his information submissions for the 
record. 

Insert 1 

Mr. Costa. Do you anticipate being able to coordinate resources with clear- 
inghouses? You are talking about the timelines in Japan, the timelines in Hong 
Kong, and the timelines for implementation in Europe with those other clear- 
inghouses to try to provide a worldwide regulatory framework. 

Mr. Gensler. I think we are coordinating well but we have different politics 
and different cultures so there will be different timelines. In some countries, 
they might be significantly later than us but I am encouraged by Europe and 
Japan and Canada. 

Mr. Costa. For your discussion of those timelines, could you provide the Com- 
mittee, because you talked about you are almost at the rulemaking now, what 
you see the timelines out for the next 2 years? Would that be possible? 

Mr. Gensler. I am sorry. Did you say for the next 

Mr. Costa. Two years. 

Mr. Gensler. Two years? I think we can provide something to you in terms 
of the rules that are already finalized when there are compliance dates and 
then second, when we 

Mr. Costa. Mr. Chairman, I would like that provided to the Committee so 
that we can all have a better understanding of that. 

A core provision of title VH of the Dodd-Frank Act is the requirement that stand- 
ardized swaps be centrally cleared. The Act includes an exception for non-financial 
end-users, with the requirement only appl3dng to a transaction where both 
counterparties are subject to it. 

For swaps submitted to the Commission for mandatory clearing, the Commission 
will review the submission and determine whether the swap, or group, category, 
type, or class of swaps described in the submission is required to be cleared. The 
Commission, generally, is to make its determination within 90 days after a complete 
submission. The Commission recently finalized a mandatory clearing requirement 
that covers specified classes of interest rate and credit default swaps. 

Commission rules regarding the clearing requirement include phased compliance 
for different categories of market participants. Transactions involving only swap 
dealers will be subject to earlier compliance than those between swap-dealers and 
non-swap dealers. Additional time is provided before compliance is required with re- 
spect to a transaction that does not have a swap dealer as a counterparty. 

U.S. timing regarding the clearing requirement broadly aligns with both Japan 
and Europe. 

The legislature in Japan adopted legislation in May 2010 which mandates clear- 
ing of certain swaps. Japanese regulators recently published the requirement that 
certain index-based CDS and certain yen-denominated interest swaps to be subject 
to mandatory clearing. In addition, the Japanese Financial Services Agency is con- 
sidering expanding its mandatory clearing coverage to include U.S. dollar- and euro- 
denominated interest rate swaps, as well as yen-denominated interest rate swaps 
referencing TIBOR. 

The European Securities and Markets Authority has published its technical 
standards for clearing, reporting and certain risk mitigation rules for adoption by 
the European Commission. 

The Commission continues to consult closely with fellow regulators in Australia, 
Hong Kong Singapore, and other jurisdictions. 

In June, the Commission — consulting closely with domestic and foreign regu- 
lators — proposed guidance interpreting the cross-border application of the swaps 
market reforms of the Dodd-Frank Act. In a separate release, the Commission pro- 
posed phased compliance for foreign swap dealers (including overseas affiliates of 
U.S. swap dealers) regarding certain requirements of Dodd-Frank swaps market re- 
form. 

Such phased compliance would enable market participants to comply with the 
Dodd-Frank Act in an orderly fashion. It would allow time for the CFTC, inter- 
national regulators and market participants to continue coordinating on regulation 
of cross-border swaps activity. And it would allow for appropriate implementation 
of substituted compliance, or allowing market participants to comply with Dodd- 
Frank through comparable and comprehensive foreign regulatory requirements. 
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The CFTC has a consistent record of relying on comparable home country regula- 
tion where appropriate. We are very much committed to recognition regimes for 
swaps market reforms as well, where there are comparable and comprehensive re- 
quirements. 

The CFTC also has had a long history of working with international regulators 
to coordinate oversight of cross-border entities. We have done so with regard to 
clearinghouses, futures commission merchants and foreign boards of trade. 

Insert 2 

Mrs. Noem. Thank you, Mr. Chairman, and I appreciate this hearing. It is 
timely given it is the second anniversary of the Dodd-Frank and we need to look 
at these reforms and the related rules and see how they impact people on the 
ground. For example, in South Dakota, where I am from, some businesses and 
producers who are actively investing in the commodity market are still dealing 
with the failure of MF Global, so I just have a couple questions for you. 

Does the CFTC have the power to force a firm into bankruptcy? 

Mr. Gensler. We might need to get back to you, but I am not aware of that. 
Even in this Peregrine situation, we went into court to ask for a receiver to be 
appointed to freeze the assets, which we do in Ponzi schemes as well. So I think 
that is the route. I believe the answer is no but we seek a court to appoint a 
receiver. 

Mrs. Noem. Okay. That is the route that is generally followed? Well, if there 
is more information on that that you can give me later, I would appreciate that. 
That would be great. 

The attached CFTC staff memorandum discusses the applicable laws that affect 
the insolvency of a futures commission merchant that is also a broker dealer. 

ATTACHMENT 


Memorandum 

From: Robert B. Wasserman, Chief Counsel, Division of Clearing and Risk 
Re: SIPA Proceedings for insolvent FCMs 
Date: April 1, 2012 

Introduction 

The following is an analysis of the circumstances where the insolvency of a Fu- 
tures Commission Merchant that is also a Broker Dealer would proceed under the 
Securities Investors Protection Act, 15 U.S.C. § 78aaa, et. seq. (SIPA) rather than 
as a commodity broker bankruptcy under Subchapter IV of Chapter 7 of the Bank- 
ruptcy Code, 11 U.S.C. § 761, et. seq. (Subchapter IV). 

As discussed further below, jurisdiction under SIPA is based on the existence of 
at least one securities customer whose claims may be satisfied by SIPC, rather than 
on the predominance of securities customers versus commodity customers. However, 
as also discussed further below, the interests of commodity customers are not ig- 
nored under SIPA. 

Discussion 

Futures Commission Merchants (“FCMs”) are the financial intermediaries for fu- 
tures market transactions. ^ A bankrupt FCM which has a “customer,” as that term 
is defined in the Bankruptcy Code, is known as a “commodity broker.” ^ A com- 
modity broker bankruptcy must proceed as a liquidation under Chapter 7 of the 
Bankruptcy Code, rather than a reorganization under Chapter 11, and the trustee 
has duties specified in Subchapter IV of Chapter 7.^ Chief among those duties is 
the duty to endeavor to transfer the positions of customers of the FCM to a solvent 
FCM.'^ The financial intermediaries for securities are known as broker dealers 
(“BDs”), and the insolvency of a BD proceeds under SIPA. For the reasons that fol- 
low, the insolvency of an entity that is both a commodity broker and a BD (a “BD/ 
FCM”) will, so long as there is at least one securities customer, proceed under SIPA. 

Section 5(a)(1) of SIPA® provides that “[i]f the [SEC] is aware of facts which lead 
it to believe that any broker or dealer subject to its regulation is in or is approach- 
ing financial difficulty, it shall immediately notify SIPC.” 

Section 5(a)(3)(A)(A) provides that SIPC may file an application for a protective 
decree with respect to a member with any (securities) customers if it determines 


^See generally, Commodity Exchange Act (“CEA”) §§ la(28), 4d, 7 U.S.C. §§ la(28), 6d. 
^See Bankruptcy Code (hereinafter “Code”) § 101(6), 11 U.S.C. § 101(6). 

^See Code § 109(d), §§761 et. seq. 

“See 17 CFR § 190.02(e)(1). 

® Section 5 of SIPA is codified at 15 U.S.C. § 78eee. 
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that the member “has failed or is in danger of failing to meet its obligations to cus- 
tomers” and one of the conditions specified in § 5(b)(1) of SIPA exists.® Those latter 
conditions include (a) that the debtor is insolvent, or (b) that a proceeding is pend- 
ing before any court or agency of the United States in which a receiver, trustee, or 
liquidator for such debtor has been appointed, or (c) that the debtor is not in compli- 
ance with the rules of the SEC or an SRO with respect to financial responsibility 
or hypothecation of customer securities, or (d) that the debtor is unable to make 
such computations as may be necessary to establish compliance with such financial 
responsibility or hypothecation rules. 

There is no means for the CFTC to effect the placement of a BD/FCM into a 
Chapter 7, Subchapter IV proceeding that avoids SIPA. If the BD/FCM were to file 
for relief under Chapter 7 of the Bankruptcy Code, the U.S. Trustee would appoint 
a trustee from among the panel of persons established by the U.S. Trustee for that 
jurisdiction.'^ If the CFTC were to take action to appoint a receiver for an FCM with 
the intention that the receiver file for bankruptcy, that would, by assumption, in- 
volve the appointment of a receiver. In either case, the condition in (b) above would 
be established. Moreover, pursuant to § 5(a)(3)(B) of SIPA, “[n]o member of SIPC 
that has a customer may enter into an insolvency, receivership, or bankruptcy pro- 
ceeding, under Federal or State law, without the specific consent of SIPC, except 
as provided in title II of the Dodd-Frank Wall Street Reform and Consumer Protec- 
tion Act.” 

Accordingly, so long as there is at least one securities customer, the CFTC has 
no way to prevent SIPC from initiating a SIPA proceeding, and SIPA prevents the 
initiation of a Chapter 7, Subchapter IV proceeding without SIPC’s specific consent. 

Additionally, once SIPC initiates a SIPA proceeding, the district court is, pursuant 
to Section 5(b)(2)(B)(i) of SIPA, obligated to “stay any pending bankruptcy, mortgage 
foreclosure, equity receivership, or other proceeding to reorganize, conserve, or liq- 
uidate the debtor or its property and any other suit against any receiver, conser- 
vator, or trustee of the debtor or its property, and shall continue such stay upon 
appointment of a [SIPC] trustee.” Thus, any Subchapter IV proceeding must be 
stayed by the district court in a SIPA proceeding. 

Thus, the only effect that FCM or CFTC action to cause the initiation of a Sub- 
chapter IV proceeding with respect to a BD/FCM can have is to confuse and com- 
plicate the insolvency of the BD/FCM. Moreover, the succession of trustees and con- 
fusion with respect to jurisdiction is likely to delay the circumstances in which the 
commodity customer positions and any available associated collateral are trans- 
ferred from the insolvent FCM to other FCMs. 

This does not mean that the interests of commodity customers are ignored in a 
SIPA proceeding. Specifically, SIPA §7(b)® provides that 

“To the extent consistent with the provisions of this chapter or as otherwise or- 
dered by the court, a trustee shall be subject to the same duties as a trustee in 
a case under chapter 7 of Title 11, including, if the debtor is a commodity 
broker, as defined under section 101 of such title, the duties specified in sub- 
chapter IV of such chapter 7, except that a trustee may, but shall have no duty 
to, reduce to money any securities constituting customer property or in the gen- 
eral estate of the debtor.” 

Thus, commodity customers in a SIPA proceeding do not, pursuant to SIPA, suffer 
any disadvantage relative to commodity customers in a Subchapter IV proceeding. 

Insert 3 

Mr. Stutzman. September 1, 2011, MF Global announces in a public filing 
that it would comply with FINRA’s determination and increase its capital. 
Would such a filing trigger any red flags at CFTC? 

Mr. Gensler. As I am not participating, I don’t know what the Commis- 
sioners or the agency looked at about that September 1st filing. But just as a 
general matter, our examination staff will work with the self-regulatory organi- 
zations like FINRA and Chicago Mercantile Exchange and NFA on any filings 
about capital and try to understand what those filings are. 

Mr. Stutzman. So did that happen? Did your agency work with FINRA at all? 


® SIPA § 5(a)f3)(A) provides that no application shall be filed by SIPC with respect to a mem- 
ber, the only customers of which are persons whose claims could not be satisfied by SIPC ad- 
vances pursuant to Section 9 of SIPA. MFG did not fall within this exception. 

■'Code § 701(a)(1). 

8 15 U.S.C. 78fff-l(b). 
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Mr. Gensler. Again, I don’t know because I haven’t gone back and done the 
forensics. I haven’t been involved since this whatever, November 2nd or 3rd pe- 
riod of time. 

Mr. Stutzman. Is that something you could find out and notify 

Mr. Gensler. Our General Counsel, Dan Berkovitz, will follow up with you. 

At the end of August 2011, SEC staff contacted CFTC staff regarding ME Global’s 
repo to maturity transactions. 

On September 19, 2011, CFTC staff held a teleconference with FINRA staff to ob- 
tain further information regarding the repo to maturity transactions. 

On October 25, 2011, CFTC staff spoke with FINRA staff regarding MF Global. 
During this call, FINRA discussed certain additional steps it had taken to monitor 
MF Global. 

On October 27, 2011, staff in the CFTC New York Regional office was contacted 
by SEC staff. CFTC staff ultimately joined the SEC staff in a meeting at MF Global 
that was the initiation of an SEC examination of the firm. 

On October 28, 2011, CFTC staff spoke with FINRA staff regarding the status of 
MF Global. 

On October 30, 2011, CFTC and SEC staff participated in a conference call with 
MF Global regarding MF Global’s financial status and the production of documents 
related to that status. 

Insert 4 

Mr. Conaway . . . Chairman, one real quick follow-up. Section 722(d) is the 
section you cite that gives you the authority to do the guidance on the 
extraterritorial or cross-border; 722(c), we think gives the SEC similar author- 
ity. What is y’ all’s understanding or can you help us understand your interpre- 
tation of those two different sections? 

Mr. Gensler. Section 722(c) would be in the swaps section of the statute. It 
may well that you want to follow up with 

Mr. Conaway. Okay, if you wouldn’t mind getting back with us on that be- 
cause — 

Mr. Gensler. Because I understood that it is all in the first part of that Title 
VII is swaps, which is the CFTC, and then of course the other section later in 
the chapter is there but 722(c), Dan? Maybe we will have to 

Mr. Conaway. All right. We will follow up with you on that if you wouldn’t 
mind. 

Section 722(d) of the Dodd-Frank Act relates to the CFTC’s extraterritorial juris- 
diction over swaps. Subtitle B of Title VI, sections 761 through 744, applies to secu- 
rities-based swaps under the jurisdiction of the Securities and Exchange Commis- 
sion. 


Submitted Letter to Hon. Gary Gensler, Chairman, Commodity Futures 

Trading Commission from Hon. K. Michael Conaway, a Representative in 

Congress from Texas and Response 

August 21, 2012 

Hon. Gary Gensler, 

Chairman, 

Commodity Futures Trading Commission, 

Washington, D.C. 

Dear Chairman Gensler: 

Thank you for your recent testimony before the House Committee on Agriculture 
hearing entitled. Oversight of the Swaps and Futures Markets: Recent Events and 
Impending Regulatory Reforms. This letter serves as a follow-up to my questions in- 
quiring about the coordination between the Commodity Futures Trading Commis- 
sion (CFTC) and the Securities and Exchange Commission (SEC) with respect to the 
extraterritorial application of Title VII of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act (P.L. 111-203). As you will recall, I asked you during the 
hearing to clarify why the statutory language found in Section 722(d) of Title VII 
of the Dodd-Frank Act serves as the legal rationale for the CFTC’s inability to issue 
a joint rule with the SEC on cross-border jurisdiction. 

As a follow-up, could you please explain why Section 722(d), which governs swaps 
under the CFTC’s jurisdiction, and Section 772(c), which governs security-based 
swaps under the SEC’s jurisdiction, prevents the two Commissions from coordi- 
nating on a single joint rulemaking? 
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As you know, Section 722(d) of Dodd-Frank provides that Title VII “shall not 
apply to activities outside the United States” unless those activities “have a direct 
and significant connection with activities in, or effect on, commerce of the United 
States” or “contravene such rules or regulations as the Commission may prescribe 
or promulgate as are necessary or appropriate to prevent the evasion of any provi- 
sion of this Act that was enacted by [Title VII].” Similarly, Section 772(c) of Dodd- 
Frank provides that “[n]o provision of [Title VII] shall apply to any person insofar 
as such person transacts a business in security-based swaps without the jurisdiction 
of the United States, unless such person transacts such business in contravention 
of [SEC rules].” 

My plain-language reading of Sections 722(d) and 772(c) appears to be a limita- 
tion on the extraterritorial reach of both agencies, not a mandate that prohibits the 
CFTC from engaging with the SEC on a joint rulemaking. In fact. Sections 712(a)(1) 
and 712(a)(2) of Dodd-Frank both require that the CFTC and SEC “consult and co- 
ordinate . . . for the purposes of assuring regulatory consistency and comparability, 
to the extent possible.” 

Section 712(a)(7)(A) further reinforces this point by stating that the CETC and 
SEC “shall treat functionally or economically similar products or entities ... in a 
similar manner.” As you well understand, no joint rulemaking between the CFTC 
and SEC on the extraterritorial regulation of swaps and security-based swaps would 
require that both types of contracts be treated identically by the two agencies. Ra- 
tionales to provide different regulatory treatment for very specific types of contracts 
would certainly exist within a jointly-written rule. Indeed, Dodd-Frank Section 
712(a)(7)(B) expressly provides the CFTC and SEC with the flexibility that economi- 
cally similar products need not be treated in an identical manner. Read together, 
all of the Dodd-Frank sections referenced above seem to logically point to a thorough 
joint rulemaking on cross-border regulation from the CFTC and SEC. 

However, I am concerned that the CETC’s proposed cross-border guidance re- 
leased on June 29, 2012, is the first action which will ultimately result in swaps 
and security-based swaps being governed by two very different regulatory regimes. 
Erom a regulatory compliance standpoint, the most-restrictive guidance or rule- 
making will likely become the de facto standard for the entire swaps and security- 
based swaps marketplace. Nevertheless, we must avoid the illogical creation of a 
disparate regulatory environment that would result in the same market participant 
being a “U.S. person” for trading in swaps while simultaneously considering them 
a “non-U.S. person” for trading in security-based swaps. 

Finally, Section 752(a) of the Dodd-Frank Act requires the CFTC and SEC to seek 
harmonization on an international level by consulting and coordinating “with for- 
eign regulatory authorities on the establishment of consistent international stand- 
ards” for swaps regulation. Absent consistent regulatory standards proposed by our 
own domestic regulators, effective coordination between U.S. and foreign regulators 
would seem virtually impossible. How does the CFTC plan to coordinate with inter- 
national regulators if swaps and security-based swaps are governed by two different 
extraterritorial regulatory regimes? 

Thank you again for answering the questions above related to the creation of a 
consistent regulatory regime for the swaps and security-based swaps marketplace. 
I look forward to receiving your written response by Friday, September 7, 2012, so 
it can be included in the official Committee hearing record. 

Sincerely, 

Hon. K. Michael Conaway, 

Chairman, 

Subcommittee on General Farm Commodities and Risk Management. 

October 10, 2012 

Hon. K. Michael Conaway, 

Chairman, 

Subcommittee on General Farm Commodities and Risk Management, 

House Committee on Agriculture, 

Washington, D.C. 

Dear Chairman Conaway: 

Thank you for your letter of August 21, 2012, following up on our discussion dur- 
ing the Committee on Agriculture’s hearing of July 25, 2012. 
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The Commodity Exchange Act (CEA) — as amended by the Dodd-Frank Wall Street 
Reform and Consumer Protection Act — directs the Commodity Eutures Trading 
Commission (CFTC) to implement swaps market reforms, to coordinate closely with 
other domestic regulatory agencies, and to coordinate as well with regulators in for- 
eign jurisdictions. In addition, in particular instances, Congress has directed the 
CETC to conduct rulemakings jointly with the Securities and Exchange Commission 
(SEC). The two Commissions worked well and closely together to complete this year 
final joint rules that further define important terms. 

In addition to cooperating on joint rules, the CETC and the SEC are coordinating 
closely in writing other rules to implement the derivatives provisions of the Dodd- 
Erank Act. We coordinate and consult on each rulemaking, including sharing many 
of our memos, term sheets and draft work product. This close working relationship 
has benefited the rulemaking process, and will continue throughout completion of 
rulemaking and implementation. Staffs of the SEC and CETC have jointly held a 
number of roundtable discussions to obtain the public’s views. 

This process of consultation and coordination has been followed with regard to 
considerations of the cross-border application of Dodd-Erank. On August 1, 2011, 
staffs of the two Commissions hosted a roundtable discussion on international issues 
relating to the implementation of title VII of the Dodd-Frank Act. This meeting as 
well as public comments and other meetings have facilitated the agencies’ under- 
standing of related issues as well as helped us to share a common understanding 
with regard to the important matters to be addressed by both Commissions in our 
joint and separate rulemakings. 

Section 722(d) of the Dodd-Frank Act states that swaps market reforms under the 
CEA shall not apply to activities outside the United States unless those activities 
have “a direct and significant connection with activities in, or effect on, commerce 
of the United States.” The Commission has received requests from market partici- 
pants seeking the agency’s interpretation of swap market reforms in light of that 
provision. 

In June, the Commission — consulting closely with domestic and foreign regu- 
lators — proposed guidance interpreting the cross-border application of the Dodd- 
Frank Act. In a separate release, the Commission proposed phased compliance for 
foreign swap dealers (including overseas affiliates of U.S. swap dealers) regarding 
certain requirements of Dodd-Frank swaps market reform. 

Such phased compliance would enable market participants to comply with the 
Dodd-Frank Act in an orderly fashion. It would allow time for the CFTC, inter- 
national regulators and market participants to continue coordinating on regulation 
of cross-border swaps activity. And it would allow for appropriate implementation 
of substituted compliance, or allowing market participants to comply with Dodd- 
Frank through comparable and comprehensive foreign regulatory requirements. 

The CFTC has a consistent record of relying on comparable home country regula- 
tion where appropriate. We are very much committed to recognition regimes for 
swaps market reforms as well, where there are comparable and comprehensive re- 
quirements. 

The CFTC also has had a long history of working with international regulators 
to coordinate oversight of cross-border entities. We have done so with regard to 
clearinghouses, futures commission merchants and foreign boards of trade. The 
Commission has sought public comment regarding these releases and the Commis- 
sion staff is closely reviewing that input in preparation for final action. 

As the process of swaps market reform implementation proceeds, the Commission 
will continue to work closely with the SEC and other domestic regulators. The Com- 
mission is also working closely with regulators in foreign jurisdictions — often shar- 
ing memos, term sheets and draft work product as we do with other domestic agen- 
cies. These efforts are designed to assure regulatory consistency and comparability 
to the extent possible, taking into consideration differences in markets and in the 
applicable statutory requirements. 

Thank you for your letter and for your support of the work of the CFTC. If I can 
be of further assistance, please do not hesitate to let me know. 

Sincerely, 



Hon. Gary Gensler, 

Chairman, 

Commodity Futures Trading Commission. 
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Submitted Questions 

Response from Hon. Gary Gensler, Chairman, Commodity Futures Trading 
Commission 

Questions Submitted by Hon. Frank D. Lucas, a Representative in Congress from 
Oklahoma 

Question 1. Chairman Gensler, I received the following questions on August 2, 
2012, in a letter from the following members of the Florida Congressional delega- 
tion: Representatives Stearns, Posey, Mica, Nugent, Ross, West, Rivera, Buchanan, 
Ros-Lehtinen, Young, and Miller: 

How has the [LIBOR] manipulation affected the housing market in Florida? 

Question 2. With such a large population of older Americans in Florida, have our 
constituents’ retirement savings been disproportionately affected compared to the 
rest of the country? 

Question 3. How has the LIBOR manipulation affected private student loan inter- 
est rates, which according to the Consumer Financial Protection Bureau, has sur- 
passed credit card debt as the biggest source of unsecured debt for U.S. consumers? 

Answer 1-3. The Commission does not have data on the on the Florida housing 
market or on private student loans, nor did the Commission’s order find the effect 
of Barclays actions on LIBOR. The Commission’s order stated that Barclays repeat- 
edly attempted to manipulate and made false, misleading or knowingly inaccurate 
submissions concerning LIBOR. 

Question 4. What work is the CFTC doing to aid the Department of Justice in 
civilly and criminally charging those involved? 

Answer. The Commission’s Division of Enforcement referred the Barclays matter 
to the Department of Justice. That referral culminated in an agreement with the 
Fraud Section of the U.S. Justice Department’s Criminal Division, in which 
Barclays agreed to pay a $160 million penalty and to continue to cooperate with the 
Department. 

Question 5. How does the CFTC plan to help state governments assess the impact 
the LIBOR fraud has had on them as individual states? 

Answer. In appropriate circumstances and with appropriate confidentiality agree- 
ments in place, we can and often do share information with state law enforcement 
authorities. In fact, the Commission’s Office of Cooperative Enforcement, a unit of 
the Division of Enforcement, has the goal of ensuring that enforcement of the com- 
modity futures laws is addressed through civil, criminal, or administrative actions 
by state and Eederal agencies or branches of government whenever possible. 

Question Submitted by Hon. K. Michael Conaway, a Representative in Congress from 
Texas 

Question. Chairman Gensler, do you have any reason to believe the CFTC would 
have uncovered this fraud sooner had it been tasked with the audit of Peregrine in- 
stead of the NFA? If the CFTC had the sole authority to audit market participants, 
what would you and your staff have done differently? 

Answer. The regulatory system did not adequately protect Peregrine’s customers. 
More needs to be done to protect customers. The Commission is proceeding to con- 
sider staff recommended proposed rules that incorporate three key reforms recently 
adopted by the NFA and would require: 

• FCMs to hold sufficient funds in Part 30 secured accounts (funds held for U.S. 
foreign futures and options customers trading on foreign contract markets) to 
meet their total obligations to customers trading on foreign markets computed 
under the net liquidating equity method. FCMs would no longer be allowed to 
use the alternative method, which had allowed them to hold a lower amount 
of funds representing the margin on their foreign futures; 

• FCMs to maintain written policies and procedures governing the maintenance 
of excess funds in customer segregated and Part 30 secured accounts. With- 
drawals of 25 percent or more would necessitate pre-approval in writing by sen- 
ior management and must be reported to the designated SRO and the CFTC; 
and 

• FCMs to make additional reports available to the SRO and the CFTC, including 
daily computations of segregated and Part 30 secured amounts. 

Additional reforms in the staff recommendations include requiring that SROs and 
the CFTC have direct electronic access to FCMs’ bank and custodial accounts for 
customer funds, that acknowledgement letters and confirmation letters come di- 
rectly to regulators from banks and custodians, enhanced risk disclosures to cus- 
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tomers, setting standards for the SROs’ examinations and the annual certified fi- 
nancial statement audits, including raising minimum standards for independent 
public accountants who audit FCMs and implementing a more effective early warn- 
ing system for the Commission and the SROs that alert them to material events. 

If the Commission approves the staff recommendations, further public comment 
will be of great value to the agency in devising final rules that best ensure the pro- 
tection of customer funds. 

Regarding the Commission’s oversight of SROs and intermediaries, though we’re 
making progress through our reorganization at the CFTC and new rules, the recent 
events at Peregrine highlight the necessity of looking at the decades-old system of 
SROs and the Commission’s role in overseeing SROs. 

I have directed the CFTC’s staff to do a full review of how the agency conducts 
oversight of the SROs, as well as limited scope reviews of FCMs, to determine what 
improvements can and should be made. As part of this review, we have reached out 
to the Public Company Accounting Oversight Board (PCAOB), which oversees the 
audits of public companies. The Dodd-Frank Act gave the PCAOB oversight author- 
ity over the audits of brokers and dealers who are registered with the Securities Ex- 
change Commission. The PCAOB has agreed to give us the benefit of its insights 
and expertise. 

Questions Submitted by Hon. Scott R. Tipton, a Representative in Congress from Col- 
orado 

Question 1. The FCS is a government sponsored enterprise (GSE) that is made 
up of 4 Federal Farm Credit Banks and approximately 80 lending associations. All 
System entities are jointly and severally liable for the actions of each other compo- 
nent of the System — in other words, the actions of one FCS lender ultimately will 
impact the entire System. Congress designed it that way. With this system of inter- 
locking liability in mind, the FCS could be considered a $231 Billion financial serv- 
ices institution. Did the Chairman consider this fact when he issued the “Clearing 
Exemption for Certain Swaps Entered into by Cooperatives”? 

Question 2. The central idea advanced by the CFTC in the recently proposed 
“Clearing Exemption for Certain Swaps Entered into by Cooperatives” is that the 
FCS banks lend to the FCS associations, which lend to farmers, and farmers own 
the FCS associations, which own the FCS banks — principally that the Farm Credit 
System is a cooperative. CFTC then proposes that “cooperatives meeting certain 
conditions are the class of persons that should be exempted from the clearing re- 
quirement for certain types of swaps, cooperatives act on behalf of their members 
in certain financial matters. The proposed rule provides for passing through the end 
user exemption available to such cooperative’s members.” I find your logic lacking 
here. Why does who owns an entity make any difference in the regulation of the 
derivatives market? 

Question 3. You observe in the proposed rule: “cooperatives have a member owner- 
ship structure in which the cooperatives exist to serve their member owners and not 
act for their own profit. In a real sense the cooperative is not separable from its 
member owners.” What is unique about the ownership structure of cooperatives that 
would prevent a large financial institution like the Farm Credit System from mak- 
ing stupid, imprudent, wrong, or costly mistakes? Haven’t you have been charged 
to regulate the derivatives market to protect the financial system from stupid, im- 
prudent, wrong and costly mistakes? Doesn’t exempting a financial cooperative with 
assets of more than $230 billion from certain derivatives activities expose the entire 
financial system to unintelligent, imprudent, wrong or costly mistakes? 

Answer 1-3. The comment period for the CFTC’s proposed rule on a “Clearing Ex- 
emption for Certain Swaps Entered into by Cooperatives” ended on August 16, 2012. 
In response to this proposal, the CFTC received comment letters from market par- 
ticipants and interested members of the public. The Commission is reviewing these 
letters and evaluating the various issues raised by commenters. The CFTC will con- 
sider the issues surrounding the proposed exemption for certain cooperative swaps 
and cooperative structure. 

Question Submitted by Hon. Mike McIntyre, a Representative in Congress from 
North Carolina 

Question. Chairman Gensler, in the proposed rule on Product Definitions you 
asked a number of questions of the electric industry, and I understand that the elec- 
tric utilities responded and answered the staffs questions. As you know, the Prod- 
ucts Definitions final rule subjected the capacity and transmission contract language 
to further comment. It is my understanding that these transactions — capacity con- 
tracts, transmission contracts and tolling agreements — are forwards or forwards 
with embedded options, and not swaps. I believe it was not the intent of Congress 
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to consider such transactions swaps under the Dodd-Frank Act. Would you please 
clarify the CFTC’s need for further comment on capacity and transmission contracts 
(used to ensure delivery of electric power to utilities and their consumers) in the 
Products Definition final rule? 

Answer. Under the Commission’s final Product Definition rule, depending on the 
relevant facts and circumstances involved, capacity contracts, transmission con- 
tracts, and tolling agreements may qualify as forwards. The Commission issued in- 
terpretive guidance in this regard for market participants. 

The Commission also believed that it would benefit from further input about that 
guidance and requested public comment by Oct. 12, 2012. Once this comment period 
has closed, the Commission will analyze the issues raised by the commenters. 
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Submitted Material By Hon. Steve Southerland II, a Representative in 
Congress from Florida 
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lency Forex poaiticDS must be grien to nOESr d ksat one (0 bon- 
nes day prior to (be senkment ca- vakc tky. Ahendndy, 
funds to take ddivery or dw necetoary de ti very ■(■vmumiv id make 
delivery mnl be in (be poaaeaaiao <i PPQBEST widsn (be ti«we frame 
setforih^nw. If no iiiainKtiaes.fUodi or documeEts are received by 
PPGBECT. then ffOBESTmiy. without a d dM on al notice toC u ri o mer 
and in HObtibr's nie diaentioo. take one or a cnmHn a tk n cf the 
fbUowing actiaoc eftea Curiooer's poaitian. idl CUatoOKX^ poaitiom 
into (be next aealeneM time periodL (natae or reoeiw ddivery on babalf 
rfCuaionter upon mefatenna and by such inetfaodi deemed reaitinaNr 
by ITOBECT in its sole dacreiiaD. 

(ri De)rvery.DelricryoffbRi|DCurTeiicydidIbeinndetotbebBttkapeci- 
tied by (be piacbnaer in a maior city in (be oosmry in wfateb (he fcreitn 
cunency is the legal teodec Unkaaotfaerwiae agreed to by PFISIESr 
and the Ontomrr in writing, the foraigD cuncncy didl be delivetabfe 
by caUe or wire traotfer- All p^Toeati to be mode in US DoUwi 
diall be mode by win trander of immediately avai la bl e f u nd a toabank 
in a ON^ US. city ipedfied by the puebaaer. ROBEST wQ] not be 
rerpooaiUe lor dtbyt or fuhaea in (be ddivery cd ny fard^ currency 
within (be time ipecified for (he delivery ifaerecf to tbe eoeix the bil- 
ure is caused by a brealaksvn </ oamtminicmion bdlitiea or by aiiy 
other ewae beyond PFGBESTsrraiirvwMrcartroL tTCBESr msyre- 

to ocew nwMUMw vMl y wither pricHBpyMtrf *Bwe« <lneffpn> 
R^CfflEST to Customer on tint dqr. n^SESTandtheCuncaDerdnll 
exchange, make uae <i. and perioSGaUy update and awning 
payment imiructionfc 

<T) OffaettiiigTRnmctiona. Whenever Ifaetc may cxtM in or between any cf 
(be Qatoaner’a Aoooutcs two or more opa and tnametiona. 

fWBEST may, in its aole diauetjuu. elect to treat te tranmetin m 
a dogk oanmetion and opon the valae date <f die ovaactioas, the net 
iifTiTTnrr hrtiTifnthr amnrtn pajilh imitrf ttw ttwiwi~tii~aiii anil'iT 
the net d W er enLe between the amoonts ddiverafale tbereuakr, be 

paid to indAv ddivend by FFQfiCSr. as the case o^r be: 


(g) Sq w to e Tranaactioos. Each Currency Fore x transaction is a aeparate 
even though more than one such traiwartinn mto' be in- 
k conflrsnstion. 

8 . COUATKRAL. 

All timeti, sec u rities, commoditiea. oomraocity fmirea ocxaiacts, ccromority 
option eoaxractt. and other property cf Cwrtwnrr wbkb PPGBEST or ita af- 
fibaiea may at any h»»w be carrying for CtinnniiT (ebber individually. Jointly 
with othera, or as a guaiataor of the aeoouni of any other penon). or which may 
St mxy time be in H<®ESri pcewsaian. cotarcl. or ouried on PFOBESTs 
books for any purpose, tododmg lafdKeping. are to be bdd by ITCBESr as 
security and aubject to a 9s)eni Ikn and ri^ of aelofr afBiDri bafalbtiea cf 
Cuatoiner to PPGBEST whether or not FTCBECT bat made a d vn cea in con- 
necticn with such securities, eoaunoditiea or other property, and irrespective 
of the number cf aooouots CuMotner may have witb FFUBEST. At any time. 
PPCSEST may in its e fac retion. wjtb or withom notice to Owtiner. ^ipiy 
andlor tnnfcr any or all funds or other property cf Cusmner between aiyr of 
CuatooKr’s Aoooiais. Addibannlly. Cuaumer hereby gmta to ITCBESr the 
rigbt to repledge, hypotbecate. sdl or pufrbaw . inveat or loan, drfacr 

sepanlely or vvrdi (be property of other Customers, to itself ai breker or to oth- 
ers, as Mcurttics or other poperty cf Customer bald by (FISEST as margin 
or aecurity. The value cf ny suefa oottsietal titail be determined by PPO- 
BEST in ks Kfe di scret i on mid based upon wfam R<iBEST would receive 
if FFOBEST told (be rdevant collateral for imnmdiate delivery. IFOBEST 
tinllataotimeberequiiedtodclivcrtoOaaanxribekleBlicalpropertyde' 
!hwedtoorpuidnsrdbyR<iBESrforaayaceooa(f Ontomcr. TheCua- 
tomer agrees to tnaimain at all times with IFCfflESr odlalctal in such form 
and in such atnoom as n^SEST may from time to time lequeri orally or in 
writing. In all caKs, ocfkdctal dnll be deemed received by (H%EST when 
wchocfiatoil is adurilynccived by PPGBEST. The rights cfPPOfiEST are 
lutyeta to the ipplicalfe requrannaa fir the Kgregation cf Customer finds 

and property under the CcmiDodity Exchanp Act. as amended (the “AcO 
8 . LENDIMO AORCBNeNr. 

Tbe piapoae (f the i <Kattg Agreoneot a to aUow FFQBEST to use ware- 
boane reoeipts ( f |y«»viqg delivery) as odhseitd. Sbesdd Ctiatomn- take 
delivery cf oernmnd i rka tbrou^ futntea contmets. fKSEST is cUigsd to 
myoefUBpqrnMn(fcrtbedeiMryoo24boiBtootioe^ Ifthebalaaoeintfae 
Cunonaa's Aooouat is not sd e gum e to pay for the delivery, the warefaouae 
leoeipis t*****^' property carried on margin in (he Outcwnrrt Aocoiiix, nnee 
ibe conunodky is not fuDy prid Ibr by CUrioancr. The i Agrecmcm 
allows n<xBE5r to use die warefaouae reoeqa as ooUaioal for a tnnk kaa. 
tbe proceeds cfwtaicfa are uaed to pay fbrtfaevntehouaeiecapIsnDail leddiv- 
*»y MwUnr piywwe in ftiB ty rWfugg Should OetoCDS 

imend to take delivery cfttie underlying oomrrw di tyccwered by any futures 
ociKmct. PFCffiESr requites tbe Customer to tign the Lcodmg Agreemerf so 
itmByusetheccanmaditiei.property.warehouseicoeiplsarevideneecfown- 
ettiip (hereof, ss oothuoal far a brisk loan, tbe proceeds cf which any be oaed 
top^ for the c ommo dities, or cridaice of owner ihi pthcrecf. until paymem in 
fiJi, w Tbit ssahiaizMiaidnU apply to 

ril ■«'«»■■■*■ carried by FFGBEST for Cuslomcf and Anil lematn in full force 
wcil all acoourti ate folly paid far by Cutiomer or laaii notioe of levocation is 
aem by FKSEST tioan n<jBESr^ prind^ piaoe cf batoeaa. 
ia LKHNDATION OF ACCOUNTS. 

la tbe evoX cf (a) the death or juAcia] dedairnkn of inccnapetenee cf cus- 
tomer (bl tbe cf a pe ti tion in benkn^acy. a petition for tbe ^ipcimmem 

cf a fooeiver. or the imtitotioo of lyinaolvencycraiiailer procee di ng by or 
against Cu sto m e r , (d the fibqg of an d ta efament agaiiai any cf Cutiomer's 
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Customer’s orders, by telepbooe. faenmik traosmissioQ or otherwise. 

the event, for leescai. dicumstances prevent the tnomission ndAar 
cxectfion of dl. or at^ p ortico of. Qatomer's orders through BESTDirecP^. 
In the event that BESrDtTBCPv is not opentiaael. OaKnter agrees k> corsact 
Curtem's broker rt PPGSESr to nalEc afeenative order ocy aRugemats 


Rxex uadLng. If trading liquidi^ d wreases . traiheg in a certaio fcragn car- 
tcncy my cease, thereby prevodiig the liquidatian an adverse poatks. 
wfakh icsuk in a fmiiciai kaa AddUonally. there are no 

to ihB gi«tit mrrthn— ei the eoMerp f ty t4<ittK5rr utiiimkr 
CusKiserlsCaneocyRnxpoation. IfCuaiamerdirecttn^SEST tocraer 
into aiiy CmaQr Fore t urtitl (a) aiiy pnA or k» anang aa a rcauk cf a 
Axtuatxn in the csdaiy tree affecting such c un eoqr will be entirely for 
Qabmer’s Aoooure and Cirei , ann*i ridt; and (tf dl inkia] and s u b a e qu mt 


d^ioails for tnai:^ purposea dall be made in US. doflan. in arch anHuots as 
FKlBESrin^. inks sole diacre(ion.requue; 

If c\w^ewnrr tisda tfaTough tfac Rscx onflcec Qakraer mQ' wt be tf- 
forded certainty cf the p r o t e c ti v e m tasu r ts p rovi d ed by aiQr di .enrrtk' fu t u res 
indoduig tfae li^ to ait to l e Curtomer’s dhpif with die oautier- 
party. For fide fiKtors aaaocialcd with Currency Isjca. Qatomes 

dtotdd refer to the Cunency Foret RiADtaefca u reSWenanU a copy of which 
has bed prov i ded to C u atomrr , 

If Cuaomcr’s Acoowl is iitroduced by n IB cr by a CTA. it is bong or 


ried on books on a ‘tuDy rhseksed baas.** Curtomcr onderaandi 

lha lyCHiESr it employed to perform certain boo k k ee pi ng and opeireiooal 
ftnokm with regard to CuMomcr’s Acooua. Cuaomer un d ers t an ds tfare Ff^ 
G^ST is leaponabk for estecuing and ooofinaing uaia ac hon s dfocted for 
Curtoraer’s Acooui; itg i eg rt ing funds in accir d anc e with the rules and i^u- 
tacknsprcnBdgBtodbytfaeCFrCiBargintngCtnacaer'aAcGaualandooUect- 
ing finds on Customerls behalf by means cf cfaedcs payaUe to RGBEST only. 

rSi^riiiT ayp** «r» ^yWlRST nrf hnlit hamlet PWTRFCT fmm 

and all or liability ariang horn tfae of C u rt o mcr's IB 


or CTA. 


21. T1IAOM RECOIMftKNOA'nONS. 

Oatomer ackixnvled^ tfaa (i) atiy market reccmiwndaliona and infoma' 
tion cctamiaicaaed ty HUBEST does vt orratitulc an <0cr to sell or the 
aoUcitttkii an offer to buy any oommodSty tv oommodiQr futures conCiact 

or mi fiaures < • ! «»«» « * « • 01) aich rwenwimwit lwi nr mri iiAiiiarinn, 

tivnugh baaed ^kb iidbmatioD fjoa aoureca believed by FTCBEST 

to be reliable, may be based addy on a fardrer’s opinion and that such orfarma' 
don may be iiKon^lete and pay be tarverified; and Cii) n<SESr makes tto 
nviia e u ation. wnnssay cr guarantee as to. and foail not be rcapooible for. 


the a cc u racy re d ary inta iiMuinw or uadujg n 


addy on the cf RGBESTTs p ei s ooi al. These omlDet reoemmeoda- 

tioB may or miy not be cenastoa with the market poaiian re inaeatiata d 
n<jfiESr.lTOlst:ST'saffiiialeaindcraplcyeea 

CurtciBff admcmledges that PRjbGST sndAr FPQBEST^ dBccn. di- 

Whflnf affiKi^w. «>riAhfJriw « nr fi»y hawg » pn^ 

tinfi in nr muy ItypH litb"y rewfl nnnim i 'wtie y ftviw— 

fr t^VwvM Wtdit y n pint« iiiiff»^ rty ay«^ wvitiiipinWinwi fur. 

nshed to Oakaner. and ihrt the market ponlion d FTGBEST re any such 
|dlker. director, dfiliatr. assodar. stodefadder re lepreaereative may act be 
oreaident with the fonashed to Cwknar by n^rBEST 

Customer ackncnvtedgesdatlTCBESr makes no lepseaatrtiaosconcemiQg 
the tax implicatki a re t iia t mat d c ont r ac ts . 


22. TRADINQ AOEirrS. 

Cuaomer acknoiikc^ thst should Qatomo' grant trading authority « oon- 
trd overOatomer’sAooourKtos third-party CTradingAgEis*’). whether on a 
dnoctionBiy re ncm-diacRtianaxy baas. H<iBESr shall in no w^i be tetpoo- 
able fix reviewing Ctatcmer's choice d such Tmdng Agent nor my 

r e comm e o daticos with respect t b ar tu Qr sto na r u n d e r aan ds that ffCBEy 
makes to wamiaies re ignawtaiops c oooefTsn g aiy Ttacfing Agent; nor 
doesPFCSIESTbyimplicationrectberwiae.eodvBereapprovedtheopera- 
ing methods d the Trading Agent Cuacmer agrees dat^GBEST shall not 
be faidd rcqxmUe for ary kss to Cuaatner occaacned by die actkxB d the 
TtadmgAgBK. If Qatonar gives Tracing Agax authority to exacaeaiyd 
in liglis over its ■<*»*■*« Oatonat underaands lha CustoDar does so at 
Cusunar's own rafc. 

Customer tmderainds that FFGBEST does not pennit ks Acooua Exeo'* 
dves to ekber ecerdae diacretiao re nanage n account, re hold a power d St- 
torn^ over an acoona, unless appRiVBd by an etoOMrve dficcr d n<SES r 
and only afire proper dnomrrta bcn has been subrokied md improved by FF- 
GBEST. If Omancr's Acocaat ia na being traded with Customer’s aothori- 
atiQn. C UaMna T natanodfyiTCBESr‘8Cgnpliance Officer emmeth sto ly 

23. CUSTOMER REPRESENTATIOMS AND WARRANTIES. 

r\t^fiww wyiiwrt ftrf th^- (i) QauoMr B d sotBid mind. Ic^ 

age and l^al ocmpetence; (b$ no person ocher dan Oatomer has re will have 
an baerea in Customer’s Aocounl^ (d ngardkas d any s ub re g u e n t determi- 
fatioototbeoasntyCuaaoierissuitabletotradeCamfflodicies;and,(d)Cua- 
lamer is aa DOW aa employee d any etchange. any oorpontkn in which any 
ewhange owns a maireky d the repaal itock. any member d ay exchange or 
a film repaered on ary wary trust, re ooo^auiy; 

■viin thw f^ M i sm I hn*rn>nisfT*v pf t<y*t. O — » '■ ;( < r twill promgdy 

Dctxly IKSIEST a ks home dOue in writing d such employrDeat; and. (e) 
aD the afomaDoo provided in the infomati u n paDon d Itia bodekt iitnie. 
ccnect and complete as d the dsie hered and Customer will notify ITCBEST 
promptly d any changes ia such i nfa ma ai oo, 

24. DISCLOSURE OF FMANCIAL INFORMATION. 

Cuaomer icpiesenu nd wwnnts dal the financial infrenatkn efadosed to 
PFGBEST ID das dnciipfrt is an acc ui a e icpreseotaioo d Cuarener's cur- 
rent fiianrial rrsiktim Frelher. Cwtomrr le^aestsa* and warrants dnt in de- 

Urminity 

(a) Customer’s Na Wade Aamts and liahililics were carefully cakulaird 
dan lialalkiea were sdxiactod from Assets to detennine Cuarener’s 
NrtVMartfa; 

04 Vsiue d Aaaets Cuarener included cad) aadfer cadi equivaents. ULS. 
Govre nm etf and Marketable seewkies, real caste owned (rsduefing 
ptinaiy reiide occ) . the cash value d life tnstnnce and other valuable 
AnetK 

(cl Vdne d LiabilkieE rsw t iBiiiir inftiitW i pntw» p^afaie to banks Secured 
aiMl la u ecu re d). notea payable to idaives. real estate mortpya(etdud- 



(d) Qatrener’s Lic)ted AaelE Cuaomer included only those Aaaela that can 
be quiddy. (wkhin one day’s timd oonvarted to Csatu 
Qatomer rcpiesetts and wimila tha Cuatiner has very caidully oonadeted 
Che p ortioo d Cudomer’s Aisets tfaa rv t i'ni>r condders Risk 

OwtcirnT reoognims lha Risk Ctpkal a the anmnt d money Cuacmer is 
willing to put a ride and if kat would not. in aiy sne/, change Customer’s 
life style. Cuaomer ^lees to inform FPC3EST if Cuarener’s 

financial oendkioo changes ia such a wqr dot teduem Customer’s Na Worth. 
Liqtad Assets andfor Ride QpkaL 




CUMomer uxborizes PPGBEST or FHiBEST’s tgeau lo iovcttgale 
"7iloowr*i cicdk timiing sid in co nne ctio B tfacit w il fa to coolact nidi 
inkt, fimodal i iwrintonm and cmSt ayaicka as IVUBESl shall deeoi 
afipropriaie to verify iofarmatioa refiniBg Otstoma. Customer further 
authorizes ROBESTT to tovesU^tfe Customer's c un ent and past iovcai- 
meal activity and in c rwnc c ti o o therewith, to «•"»**<* sadi fiMres con* 
miiaaa mrrFhants. rwhangnt. brokoAkalen, and compliaooe cbta oeo- 
ters. as FFCSECT AaD deem a pfeopritoe. Upon reaaoodie requeal made 
io writinf by Ounmer to FFGBEST. CuWrmrr diali be allowed to review 
any records maintaioed by FTCBEST reiatioig to Qatotoer's credh stand* 
lag. At Castomer’s sok cost and expense Cuatomer also shall be allowed 
to copy such records. 

FPQBESr has a dopt ed poUdea and procedures for the pratectkn of 
Cuatoner’s confidatoal pcrscoal irrfarnuciaD from rmaiahorized dwdo- 
suie. n^OBEST’s poikies and procedures le^rdiag such matters are re- 
ffected in the FFQBEST Privacy Notke. Ff<fflEST^ Privacy Notice 
also be obtaiired froo PPQBEST*s wefante www.pfgben.coin. 

2B. NO OUARANTEES. 

Customer schnowledfes that Customer neither has any separate 
a g re e me n t nor shall enter into any separate agreement with Custom- 
er’s broker or any PFOBEST employee or agent regarding the trading 
in Customer's Acooum, including any agreement to guarantee profits 
or limit losses in Cnstomer's AccotmL Cunomer understands that 
Customer is under an oUigation to notify PPGBEST's Comptiance 
Officer immediately in writing as to any a gr ee m e n t of this type. Bar^ 
ther, Custooer understands that any r ep r ese ntations made by anyone 
conoerning Customer's Account, which differ from any statements 
Tustomer receives from PPGBEST most be brought immediately in 
writing to the attention of PTOBEST's Compliance Offkcr. Cus- 
tomer understands that Customer omst authorize every innsaetion 
prior to its execution unless Customer has delegated discretion to 
another party by signing PPOBEST'i limited trudiog authorizatkn. 
Any disputed transactions must be brought to the attention of PPQ- 
BEST't Compliance Officer pursuant to the notice requirements of 
this Customer Agr e e men t Customer agrees to indemnify and bold 
PPOBEST harmless from all damages or li^lilies resulting from 
Customer's failure to immediately notify PFGBEST's Compliance 
Officer of any of the occurrences referred to herein. All mtiocs re- 
quired under this section shall be aeot to PPOBEST at FPOBEST's 
address appearing on confirmations and accours statements. 

26. JOINT ACCOUNTS. 

If this BcoouM is held by more than otk (1) perm, all of the joini hoiders 
are jointly and severally ItaUe to PPOBEST for any and all obligatkins 


a) trade for the account b| receive dl cofrespoodenoe and doctuDenis in re- 
spect to the *<’*■«*■”* ^ receiv e or withdraw aoney. d) excctac agreemeras 
relating to the scoo unt , and ^ deal with PPOBEST fUly. FPGBEST has 
the autbocity to require joint acboe by the parties of the Aooount in matters 
relating to the Account. PPC^EST has contral and pQssesson eftheseeu- 
rityoftbe Account individually or jointly, ffadeathoocantooaeoriznre 
of the tenaots, the lemaining tenants dial! notify PPOBEST in srritiog. For 
d| capensrs incurred by the Account the Account dall be chary d and all 
4amatt dadi be jandy and tndmdually res pon si ble. Unless the Customer 
informs PPGBEST otherwise, each tenant is presumed to have equal intet^ 
cal in the Aocoudl 


27. PARTNERSHIP ACCOUNTS. 

Where the CUdomrr is ipwinerdi^ the CustorotTrepcesods that the Gen- 
era] or limited Futnerdiip Afrecoent is in writing and provides diat the 
partnerdtip will not temiaate igxa the death or inryit y of any one of the 
partners; the paitm «id the paitoenliip are in oonplisnee with and dall 
remain in coraffance with all rules aid reguiatioai yikahie to their activi- 
ties indoifing. fam not so. the rules and m[iildii~nii cf the CFTC NF\. 

the CbnuDoddy Exdange Act and Sure Laws in wfakh the pHtnerahip WM 
formed; the paitnen are jointly sod sevenlly liable to IPOBEST for any and 
all ttanmetions obligMions made in ’"***» with anrf 

are bound by aD (emu and conditions das Agreemem; nd the paitnccdiip 
dall promptly notify BASEST ID wiibng cf the deafa or redrement of any 
partner, or at^ change in the paitnerdapagreemera. Tbeedaieofaiiyofthc 
general paitnen who dall have dad daU be liable, and each survivar dull 
oociiaue to be liable, to IPGBESr for any debit fadanoe or loss in the ascuot 
resulting from the oompktioD <f tranaKtians isitided prior to receipt by IP- 
GBEST of axil wri da i noticed deah or incurred in the liquidaion of the 
BoooiBa afire receipt cf notkeddesth of a partner 

25. ERISA PENSION PLAN ACCOUHTTS. 

Where the Customer is a plan cov ere d by the Enqilayee Retifcmeot Se- 
curity Act of 1974 C'ERISA"). Cuaomcr admowledges and underaands 
that PPGBEST is only providing services hereunder and a not a plan 
SAiciary as defined in ERISA, and any rules or regdatiou promulgaed 
tbcrcundre. PPCfflEST has no ducretiocaiyaulberity or eontrol with re- 
spect to CuMomre's purchase or sale cf fuoares contracts and that the 
furnialiiag cf maricet recommendations and iaTormatioo by fPOBEST is 
soldy for Customer's oonvcokacc and does not oonaitute the exercise of 
sudb authority or coDtral; and there is no agreement, arrangeraem, or un- 
dsaaodiag between Cuaomcr and FPOBEST for inv estmen t dedtioos 
with reyct to the assets of Cuaranre or ihaPPCSEST will render indi- 
vidualized iovestmeat advice to Customer tased on the putscular needs 
of Customer. Custocner further r e p rese as that it las full power and au- 
thority pursuant to govereing agreetnetts and otherwiae to enter into this 
A g ree m ent and to engage in transactioos of the kind oonteapla r d herein. 

26. NO WAIVER OR AMENDMENT. 

No proviaon of tfau Agre em em may be waived or amfiuVd nless the 
waiver or a men d riwit is in wridag and rigned by both Cdaomer and an 
authorized officer of FPOBEST. No waivre or amreidinera of this Agree- 
ment be implied ficn any ooune cf draling between (he parties or 
ftom any foihue by PPOBEST or PPGBESTs agems to assert PPOBBST's 
ri^ under this Ayemeol cn K 9 cncsBcn or aeries of occarions. No 
oral agreemenu or hatructkms to the cesamy dall be recognized or en- 
foroeable. This insmaneot and the sttnehmeets here to embody the entire 
agreement of the parties, ngwraeding toy sad aO prior written and oral 
agreenxn ti and there are no ochre terms, oandidans or obligatioos other 
than those contained berria 

90. OOVERNMO LAW AND JU RIS OICnON. 

This Agreement, and the pnrtks’ rigbu and oblipciaos hereto, drall be 
governed by, c ooaru ed and en f oroed in all reflects by the laws of the 
Stale of DUnois. 

If any provisiae or ccoditkai of this Agreement shall be bdd to be in- 
valid or uocnforce^e by any court, regulatory or self-regulatory agency 
or body, such invalidity or uoenforeeability dall a tt a d i only to such pro- 
vtskmarcondilioo. Tbs validiQf of the remaining proviaons and oondi- 
(ions shall not be affected and this A g reement shall be carried out as if 
atQT such invalid or un en forc ea ble proviaon or coitditioa was not ooD- 
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beraa This A gr eeme n t or uiy KCtkm (bereof dinll not be oontnied 
'yiiiMt toy puty due lo (he fad thd aiid Agrccmenl or ay aectioo tberectf 
««s drafted by aid party. 

31. FOREIGN CUSTOMER NOTICE. 

Where CuMcioer b not a leaidaa the United SMci (hemnafter idcrted 
to as "Barapt Qatomer^ R^nlakn tjKK cf the United Sana Code d 
Federal Regulatiaas (CFR) de ems FKifeEST to be Forasgo Ctalrmrr*i agaa 
for punneee of accepting delivery ad service <f ay comnunkaioD tsened 
by or on behaif of the CFTC with fopect 10 any ftmea or optkns ooaoacts 
wisefa are or have ben maiiaained is Foreign CuMomer's aooout oariwd by 
fTCBGST. ScrviceorddiveiyctfanycominiBBCitkiiiisuedbycronbcbaif 
cf the CFTC to FFGBESr oocutilules valid ad dfective service or delimy 
tQX» the Foreign CuMomet. Birtfaer.pariuao(loRegiddioa IS07 CFR,ib^ 
leqnired a Foreign Qalomrr to comply with the filing of various teporti with 
the CFTXr upon twerty diys nobcc. oteept where «cfa Foreign OaSemer may 
be required by the t^lC to file wdi reports wMun one fauaneai day after a 
special call by the CFTC upon mefa Foreign Cudomer, In the evens that the 
CFTC, purauanS to Reguldioa ZI.'QS CFR issues a call for iDformalioQ os the 
aooouns cf a Foreign Cuatnmrr. as yotf ayrs. may be required 

to provide aoy and all infannatkn ooooerning Foreign Cuaoowr's acoouns. 
indwhng but not limiled to Faicign Coatooer’s oame and address ad (he 
taune and atibera penooi having a ta peraens or trae bmeficiBl iiiBRat 
in die aewnrt. Ual epm fitues and nptime pn ra tim a in the armirt and the 
taanber cf fiawea oratracta apand whidi deitmy noliocB have bea iaaned ra 
received or against which exdtuies cf futures for cadi have bea transacted 
for the period of time specified in the call 

32. TERMmATKMd. 

thia Agreement ball eanctnue in effect udil ternuMiioa Cuateoer nay 
terminate this A greemen t only d a time whn Cu at cencr has no opa coot- 
nxxlity prdtimi and no hdd by or owed to PFQBEST. Tensina- 

tioa by Cudomcr dsdl be dleciivc tpen the acttal lecdpt by fTC&EST. d 
WjBESTs main office, of wiiuui noiioe of lermindkiL FFCBEST may 
termirale (hb A g r e e m e n t d aiiy time. If PPCSEST elects to lermionle thb 
Agreement. ball bare the right, in PFGffiST^ aie diaentien, to 

sell any property in any aocrami of the Cuaomer, aid to dare out ataJ liqui- 
date any and all outataading traraarticaa of Cudomcr . and ai^ niefa nka or 
pundaaee dall be d nOSEST’s dbaetioB on any odange or other market. 
Prior demand, call or notice of the time and place of such tale or purdaae, 
shall not be oondrued to be a waiver of fTCBESTs rights to acU or to buy 
without demand or notice. TenninatioQ by PFGBEST **11 be rffc cti ve upon 

tti^ l t » m Mit i tt » l r/TiWtnir*irfrft»ininieifiln<*ViargfWT fVrern*y*a fiHij - 

dkxa to PKdtEST ariaog out of any defidt halairr or i n d apni ficaticp ball 
survive the termiratkii d thb AgreemeoL 

33. MO CM Ni n amON, 

O ntom e r agrees to indemnify and bold l ar mleaitTCBEyr.iyGBESraaf- 
filbtea, coqioyees. agents, nooessors and asagns fiamsnds^indanyad 
■It liata i it i i j kases. damsget. cods tvt eqxnses, i t «feiiitiwg dtoney’s faea, 
incurred by PtOfiEST ariaiy od of Oaiiw’s fiainre to foOy and timely 
perform Customer's sgreemena berdo or dmid ay d the represenlstions 
and wanantics fiil to be true and correct Ctoonacr abo agrees lobeie- 
spoodUe for end pay promptly ID all damages, cods ad expenses, 

iiriudiiig aaoniQ'’8 feet, in c ur red by FKSEST in the eofotocmed of any 
j<tf the pravukns of tins Agreement and any other agtecnaecSa betwno ITC- 
' BEST atxl Cuatomer. Should nmnmer mdi^f ay kyJ aetkn ayind 
QBECT and b unsucceerful. Cudcaaer agrees to iidemnify R^ESr for all 
cod PFQBEST incurs, iadudii^ bd not limited to dtorneys* fees. 


34. CROSS TRADE CONSENT. 

Onumeracknowfedysandagreestfadasiuntianiisiysrisewherebyacf’- 
ficcr. (krector, dfihate, uaodatc; empkiyee. floor broker or floor trader asaoci- 
ded with R^jBEST any be the opposing broker for a trade entered for Cua- 
tonwr’a AccowX. Cudomrf oonaenls lo any such mnaaction. aulgeci to mj 
iimitdions and conditiaDS contatned in die Rides or Regddkiu of any bank, 
ugtitdion. eixrtianp or board <f trade ipoowbich such buy ixaeH orders are 
cneculed. the CFTC, NBA. cr the United Skates Federal Reserve Board, or any 
other legdaiory ayacy. 

SS. OECmOMC MARKET CONSOTT. 

Cudomer adhoriara PKiBEST to enter orders to buy and adl fdxacs ooo- 
tracts on dK QLOBEXBl the NYMEX ACCESS". aralAx (he PRCOBCT 
AS ais nmated onkr entry and matching sydem(s). Cintomer admowlcd^ 
having read and uodentood Uk Atacmated Older Entry Syncma Diadoaure 

35. UNKEO MARKET CONSENT. 

R<3BESr from time to tiiM execute tranaactkns as Customer’s 
agent on a foreign futures exchange to trade fdures. options, andfer Ex- 
change for Riyskal Commodities, (EFR. pursuant to a a greem ent be- 
tween the fordgn fdures exchange and a domestic futures exchange that 
a trade executed on one exchange liquidates or edaUiahes a poaitioa on 
the other Customers who trade on a foreigD futures exchange 

may not be afforded certainty of (be protective aieasures provided by the 
ri-««fwn.to y t-«fJ»Miy» Act. BS ■"wvti.H fhc CSFTCs tggwllinM uxt the 
rules cf NFA. and say domedk fdures cxchsnge, induding the right to 
UK repantioo proceedings before the CFTC and artatfatioQ proceedings 
provided by NFA or any domestic fdures exchange- Customer authorizes 
PPGKST to trade on foreign fdures exchangee. Customer undentands 
that Customer aaay be giving up the right to have arbitration in aaaocia- 
lioo with trades on foreign 

37. TERMS AND HEADMGS. 

The taiB~R<SBESr* dull be deoncdlo include ftreg rinc Hnancul Gray, 
Inc., ROCSTi rivuKid, its a uc cce aora and uayis. The term "Oidanct^ 
dudl mean the party (or paitieb executing the A g ree men t. The lem “Agree- 
tTMwS* * twHiirWi all lywOKata Slid — CUS- 
tooier in coraiert i on ivitii the matnlenaace d Cudomer’a Acooud regartfleas 
of when executed The paragraph beninga in thb Agreemett are inserted for 
ocovenieooe of reference only end are not d eemed to limit the apphurtxUty or 
affect the meaning of any of its pr wb i o n a 

38. MNOINQ EFFECT AND ACCEPTANCE. 

This A gi e cmed diall be cootidioui and ihall cover, individully and 
collectively, all arcoiints of Customer at aiqr time opened or reop en ed 
with ROBEST, irreqiective of any ghsng p or changes at aiQr time in the 
penonnel of PFGBEST or PPCBESTs aucceaaota, assigns, or affiliates. 
This Agreement, induding all adhorizatiaos. shall inure to (be benefit of 
PFGBEST and PPGBESr*a a ucceas o rs and asaigna, whether by merger. 
coBSoliddian or otberwiae. and btall be binding upon Cuatomer and/or 
the heirs, eutde. execdor. trustees, adminutiators, legal repreaeotatives. 
sucoeaaors, and asbgns of Customer. Customer hereby ratifies all trana- 
actioBS with PFGBEST effected prior lo (be date of this Agreemertt, and 
agrees that the rights and oUiguions of Customer in reflect thereto shall 
be governed by the terms of this AgreemeoL The parties agree that thb 
Agreement shall not be d eemed to have been accepted by fTOBEST or 
become a binding codnet between Cuatomer and R^BEST until ap- 
proved ai R<3BESr't main office and agned by PFGBEST'a authorized 
representative. 
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TMi ilMcacat k Bcqslnd to be PvniAed to Yoa to Accordtpce with Rale LSS, Bsk 3i4aiid Rok 33.7 of Tbe Cflomodity Eachiage Act. This 
Tirf rtkiawnl ilnn ont flhrlmif ill nf tlii rhlri eml nfhrr il|[otftfinl fifrti nf troriint inftrfn etl nprln— Talitht nf fhi riifci. jnii ihneirt 
■rtrteirf mfh t re n ieffh — nolj If jiwi i—fc rd nl rhf iMnrr irffltr riwtrorti Ciiwt i iiiifie<tiie1rrld1nditii|M) iMn irhirh jw irr fntrrlin inri 
CbeeartetdofyoT I ipwi torkiuTr«iMogiafidnre»oado|)tiooelioofMebielorMooy —dwreofthepofafc. Yoo AooMcarefiiHr co—fafar 
wb e tber trodtag k ■ |»|o '' u yil te laryoo h lifbt oC yo— cipcrfa— «. B— cM moTceeoad otber nh l eid di to amlmcn . 

hOmi— the leUer will acquire a poktkn io a future with awodated tiabiliba for 

margia (mc the eectiao oo Rcures above). If the padttOD is 'covered* by (be 
1. EFFECT OF 'LEVERAOE* OR 'OEARINO' MllcrbddiBgacorTeapondir>gpoktioointhcundettying iotercstorafuture 

TnnaactiODS in fiaiiret carry a hi^ degree of ridL The amoont of initial v another optian. the ride msy be inhBed. If the aptkn is oot covered, the 


margin is small rdative to the value of the future* ooolnct so that traas- 
actions arc 'levenge(r or ‘geared*. A rdativdy small maiiet movement 
writ] have a ptoportkratdy larger impact OQ the funds you have depodied 
or will have to depodL this stay work against you as well as for you. You 
may susiaio a total loss of initial margio funds and any additional funds 
depodicd with the Ann to maintain your pontion. If the market move* 
agaiiut your podtion <y margin levels are incieaaed, you may be called 
iqnn to pay eubaiantiai additional funds on short notice to mainiain your 
poaitioa. If you fail to comply with a request for ad diti o n al funds within 
the time prescribed, ^lur podtion may be liquidated k a k— and you will 
be liable for any resulting defidL 

2. RISK-REDUaiiQ ORDERS OR STKATEOIES 

The placing cf certain orders (e.g. *da(>-laai' orders, where permiued 
under local taw. or ‘stop-limit* onkn) sduefa are i mended lo limit k—es 
to certain amounts may not be cfTcciive hfraiisr market coodhions may 
nsake it imposable to rsenkr such orders. Strategies using combinatioQS 
faf podtions . such as 'spread* and *diaddle‘ podikns be as risky as 
taking simple long* or ‘short’ podtions. 


Options 


3. VARIABLE DEGREE OF RISK 

Transactions in options carry a hi^ degree ctf ridL P uidiaseis and sdl- 
en of options danikl tiuniliarize themselves with the type of option (Le. 
put or call) which they ccmemplate trading and the associated risks. You 
should calculate the extern to which the value cf the options mum increaK 
for your podtion to becom e pralhable, imo the p ic m inm 

and all transaction cams. 

The purchaser of option nu^ offset or e xe r ci se the option or al- 
low the option to eiqare. The exercise of an option resuhs dtiier in a 
cash Mttlemeni cr in the purchaser acquiring or delivering the under- 
lying interest If the option k on a future, the purefaascr will acquire a 
futures podtion with assodaied liataUties for margin (see the scctioo on 
Futures abov^ If the purchased options expire worthless, yon will suffer 
a total kias of yw investment which will condm <f the option premium 
plus transaction coats. If you are cootempUting purchasing deep-oul<f- 
tbe-money options, you should be aware that the Hfiw gf —efa option 
becoouDg profitable ordiaarily is remote. Selling (‘wiitiag’ or ‘gnating*) 
an option generally entails ceniderabiy greater risk »>—i purchasing o|>- 
tioos. Although the premhan icodved by the sdkr is fixed, the sdler may 
sustain a kas wdl in excess of that arnoum . The seller win be tiaUc for 
I additional margin to mairndn the podtion if the market moves unfme- 
aUy. The selkr will also be ejqpcsed 10 the ridt of the purehaaer exadaiog 
the opticn and the seller will be ofali^led to dtfaer settle the option in enfa 
or to acquire or deliver the underlying inirrem. If the option is on a future. 


riA of kn can be unlimited. 

Certain in some jurisdiction permit deferred paym en t of 

the option premium, expodog the purchaser to liability for margio pay- 
ments not exceeding the amount of the premium. The purchaser is still 
subject to the risk of kdng the premium and transaction costa. When the 
option it exercised or expires, the purdnser k respoodble for any unpaid 
premium oiaatandini m that time. 


Additional risks comnton to futures and options 


4. TERMS AND CONOmONS OF CONTIIACTS 

You diould ask the firm with wfakfa you deal diou the term and comSticau 
of the specific futures or options which you are trading and asaociated ob- 
ligatiau (c.g. the dreumstanoes under which you may become obligated 
lo make or lake delivery of the onderi)ring kaerest of a futures oantraci 
and, in le^iect <f cxpiiatiGn dates and mtrictiou on the time for 

ncfdse). Utidcr certain di rumdan ccs the qrodficatiom of outstanding 
cootnets fiaduding the cxefdse price of an option) may be modified by the 
gftiany fy fif ring hnw to iTflrrt rhangri in thr imfintying irenret 

t. SUSPENSION OR RESTRICTION OF TRADING AND 
PRICINO RELATIONSHIPS 

Market conditiau (cLg. tUiqddit^ and/or the operation ef the rule* of cer^ 
(am marknls (&g. the u^jendon cf trading in any ^rin t ract or oonCiact month 
becauae of price limits or dicok bnaken*) miy increme the rkfc of tom by 
makiat it Afficuh or iaposdble to dfect traomctioce or liquidatekff-set po- 
dtions. If you have tdd options, tint may increase the riA of loss. 

nulber. nrjmMl pricing rdatiooships between the underlying imereat 
and the fiSure. and the undertying interest and the option may not cxiA 
Thk can occur when, for example, the futures contract underiying the 
option k subject to price limits while the option k ooL The absence of an 
underlying referenee price m^ make it difficult to judge ‘fair* value. 

6. DEPOSnEO CASH AND PROPERTY 

You should familiarize youradf ivitb the protections acooided OMCiey or 
other property you depos it for dcuiestic and ferdgn transactions, particu- 
larly in the eveik of a firm insolvency or bankruptcy. The extern lo vdiich 
you may reco v er your money or property may be governed by spedfied 
iegislatioo or local rules. Is some jorisdictiooa. property whkh had been 
specifically identifiAle as your own will be prorated in the same manner 
as cash for purposes cf dinribution in the event (f a diortfall. 

7. COMMISSION AND OTHER CHARGES 

Before you begin to bade, you Aould obtain a dear explanation of all 
coaunisskm. fees and other charges for which you will be liable. These 
charges will Afect your net profk fif atiy) or increase your loss. 
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BECAUSE OFTHE VOLATILE NATURE OFTHE COMMODITIES 
MARKETS. THE PURCHASE AND GRANTING OF COMMOD- 
YTY OPTIONS INVOLVE A HIGH DEGREE OF RISK. COMMOD- 
ITY OPTION TRANSACTIONS ARE NOT SUITABLE FOR MANY 
MEMBERS OF THE PUBUC. SUCH TRANSACTIONS SHOULD 
BE ENTERED INTO ONLY BY PERSONS WHO HAVE READ 
AND UNDERSTOOD THIS DISCLOSURE STATEMENT AND 
WHO UNDERSTAND THE NATURE AND EXTENT OF THEIR 
RIGHTS AND OBLIGATIONS AND OF THE RISKS INVOLVED 
IN THE OmON TRANSACTIONS COVERED BY THIS DISCLO- 
SURE STATEMENT. 

BOTH THE PURCHASER AND THE GRANTOR SHOULD KNOW 
WHETHER THE PARTICULAR OPTION IN WHICH THEY CON- 
TEMPLATE TRADING IS AN OPTION WHICH. IF EXERGSED. 
RESULTS IN THE ESTABUSHMENT OF A FUTURES CON- 
TRACT (AN -OPTION ON A FUTURES (XNTRACT) OR RE- 
SULTS IN THE MAKING OR TAKING OF DEUVERY OF THE 
ACTUAL COMMODITY UNDERLYING THE OPTION (AN “OP- 
TION ON A PHYSICAL COMMODITY"). BOTH THE PURCHAS- 
ER AND THE GRANTOR OP AN OPTION ON A PHYSICAL COM- 
MODITY SHOULD BE AWARE THAT. IN CERTAIN CASES. THE 
DEUVERY OFTHE ACTUAL COMMODITY UNDERLYING THE 
OPTION MAY NOT BE REI^UIRED AND THAT. IF THE OPTION 
IS EXERGSED. THE OBUGATIONS OF THE PURCHASER AND 
GRANTOR WILL BE SETTLED IN CASR 

^BOTH THE PURCHASER AND THE GRANTOR SHOULD KNOW 
WHETHER THE PARTICULAR OPTION IN WHICH THEY CON- 
TEMPLATE TRADING IS SUBJECT TO A “ST(X3C-STYLE- 
OR -FUTURES-STYLE" SYSTEM OF MARGINING. UNDER A 
STOCK-STYLE MARGINING SYSTEM. A PURCHASER IS RE- 
QUIRED TO PAY THE FULL PURCHASE PRICE OF THE OPTION 
AT THE INITIATION OF THE TRANSACTION. THE PURCHAS- 
ER HAS NO FURTHER OBLIGATION ON THE OPTION POSI- 
TION. UNDER A FUTURES-STYLE MARGINING SYSTEM. THE 
PURCHASER DEPOSITS INITIAL MARGIN AND MAY BE RE- 
<2U1RED TO DEPOSIT ADDITIONAL MARGIN IF THE MARKET 
MOVES AGAINST THE OPTION POSITION. THE PURCHASER S 
TOTAL SETTLEMENT VARUTION MARGIN OBUGATION 
OVER THE UFE OF THE OPTION. HOWEVER, WILL NOT EX- 
CEED THE ORIGINAL OPTION PREMIUM. ALTHOUGH SOME 
INDIVIDUAL MYMENT OBUGATIONS AND/OR RISK MAR- 
GIN REQUIREMENTS MAY ATTIMES EXCEED THE ORIGINAL 
OPTION PREMIUM. IF THE PURCHASER OR GRANTOR DOES 
NOT UNDERSTAND HOW OPTIONS ARE MARGINED UNDER 
A STOOC-STYLE OR FUTURES-STYLE MARGINING SYSTEM. 
HE OR SHE SHCXJLD REIjUEST AN EXPLANATION FROM THE 
FUTURES COMMISSION MERCHANT rPCM") OR INTRODUC- 
ING BROKER riB"). 

A PERSON SHOULD NOT PURCHASE ANY (XIMMOOTTY OP- 
TION UNLESS HE OR SHE IS ABLE TO SUSTAIN A TOTAL 
yOSS OFTHE PREMIUM AND TRANSACTION COSTS OF PUR- 
-CHASING THE OPTION. A PERSON SHOULD NOT GRANT 
ANY COMMODITY OPTION UNLESS HE OR SHE IS ABLE TO 


MEET ADDITIONAL CALLS FOR MARGIN WHEN THE MAR- 
KET MOVES AGAINST HIS OR HER POSITION AND. IN SUCH 
QRCUMSTANCES. TO SUSTAIN A VERY LARGE RNANCIAL 
LOSS. 

A PERSON WHO PURCHASES AN OPTION SUBJECT TO STOCX- 
STYLEMARGINING SHOULD BE AWARETHAT. IN ORDERTO RE- 
ALIZE ANY VALUE FROM THE OPTION. TT WOi BE NECESSARY 
OTHER TO OFFSET THE OPTION POSITION OR TO EXERCISE 
THE OPTION. OPTIONS SUBJECT TO FUTURES-STYLE MARGIN- 
ING ARE MARKED TO MARKET. AND (JAINS AND LOSSES ARE 
RUDAND COLLECTED DAILY. IFANOPTION PURCHASER DOES 
NOT UNDERSTAND HOW TO OFFSET OR EXERCISE AN OPTION. 
THE PURCHASER SHOULD REQUEST AN EXPLANATION FROM 
THE PCM OR IB. CUSTOMERS SHOULD BE AWARE THAT IN A 
NUMBER OF ORCUMSTANCES. SOME OP WHICH WILL BE DE- 
SCRIBED IN THIS DISCLOSURE STATEMENT. IT MAY BE DIFFl- 
CVU OR IMPOSSIBLE TO OFFSET AN EXISTING OPTION POSI- 
TION ON AN EXCHANGE 

THE GRANTOR OF AN OPTION SHOULD BE AWARE THAT. IN 
MOST CASES. A COMMODITY OPTION MAY BE EXERCISED AT 
ANY Tl ME FROM THE TIME rr IS GRANTED UNTIL IT EXPIRES. 
THE PURCHASER OF AN OPTION SHOULD BE AWARE THAT 
SOME OPTION (CONTRACTS MAY PROVIDE ONLY A UMTTEO 
PERIOD OF TIME FOR EXERQSE OF THE OPTION. 

THE PURCHASER OF A IVT OR CALL SUBJECT TO STOCK- 
STYLE OR FUTURES-STYLE MARGINING IS SUBJECT TO THE 
RISK OF LOSING THE ENTIRE PURCHASE PRICE OF THE OP- 
TION-THAT IS. THE PR^UM CHAROQ) FOR THE OPTION 
PLUS ALL TRANSACTION COSTS. 

THE COMMODITY FUTURES TRADING CX^MMISSION R£- 
(JUIRES THAT ALL CUSTOMERS RECEIVE AND ACKNOWL- 
EDGE RECEIPT OF A (X)Py OFTHIS DISCLOSURE STATEMENT 
BUT DOES NOT INTEND THIS STATEMENT AS A RECOMMEN- 
DATION OR ENDORSEMENT OF EXCHANGE-TRADED CX>M- 
M(XMTY OPTIONS. 

(1) SOME OF THE RISKS OF 0PT10M TRADINO. 

Specific mavcfDcaU at the undertyinf future cr uadertyiag piiyti- 

c«) commodity oauxt be predicted aocuraidy. 

The grantor of • call optiaa who does oot have a long podtiaci in the 
underlying futurea cooiraa or underlying pfayacd oamoasdity is sutgect 
to risk of kwt should the price at the underlying fucuxes craAract or under- 
lying pfayBcal commodity be bi^Mr than the strike price i^x» exeraie or 
cxpiratiaQ of the option by an smcunt greater ihan the premium received 
for granting the call option. 

The grantor of a call option who has a long pasttka in (be underlying 
futures contract or underlying piQnica] commodity is sub^ to the full 
risk of a decline in price or the underlyiog posilioo reduced by the premi- 
um received for granting the calL In *'*''*^"g*‘ for the premium received 
for granting a call optioG. the option grantor gives up all ol the poteo- 
lial gain resulting from an ioaease in the price at the underlying futures 
contract or underlying physical commodity ^x>ve the opdon strike price 
upon exadse or ejqaration at the opdon. 
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The gnmor cf « pul optkn who does oot hsve • Aort posiikn in 
the underiying futures coolnct or uoderiyinj pfaytical commodity (e^, 
commiiiDeat to sell the physical) is sidiject to risk of loss should the price 
of the uoderiyiog futures cootrect or uodeHying physical commodity de- 
crease bdow the strike price ttpon oeidae or expiratxm of the option 
by an amount in cswcas of the pronium received for granting the put 
option. 

The grenior of a pM option on a ftf ures cootnct who has a riiort poai- 
lion in the underlying fcaurcs cootzact is subject to the full risk of a rise 
in the price in the underlying position reduced by the premnim received 
for granting the puL In exchange for the premium received for greoting 
a put option on a fiaures oonijact, the option grantor givea up all of the 
potettial gain resulting from a decrease in the price of the undeil)ring 
futures contract bekw the optkn strike prke tqnn cxeidse or expiration 
of the optioa The grataor of a put option on a phystcaJ commodity who 
has a abort pOB lion (e>g., commitnMnl to sdl the physical) is sutjecl to the 
full risk of a rise in the price of the physical commodity which must be 
obtained to fulfill the commitment reduced by the premium received for 
granting the puL In exchange for the p re m ium, the graraor of a pot option 
on a phyncal commodity gives up all the potential gain which would have 
resulted from a decrease in the price of the commodity below the option 
strike price iqxn exerdae or expiration of the optioa 

(2) DESCRIPTION OF COMINIODrTY OPTIONS. 

Prior to entering iiMo any transaction invalving a commodity optian. an 
individual tbould tborou^y understand the nature and type of optkn 
involved and the underlying futures contract or jihysical commodity. 
The futures commisaao merchant or introducing broker is required to 
preside, and the individual contemptating an option trarrsaction should 
obtain; 

(i) An ideotifi ca tkn of the futtnes contract or physical comimdity im- 
deriying the option and which m^r be purchased or sold upon oerctse 
of tire option or. if appUcable, whether exercise of the option will be 
settled in cash; 

(ii) The procedure for exercise of the optioa cootiaci. indudiag the expi- 
ration date and latest time on that dale for exereiae. (The latest time 
on an eqpiiatioo date when an option may be exerdsed may vary; 
therefore, option market partidpants dwuld ascertain from their fu- 
tures oemmisskn mci c hant or thdr iiMredudng broker the latest tiote 
the firm accepts exerdie instructions with respect to a particular op- 
Ikn.); 

fiii) A dcacriptioo of the purchase price of the option tndudiiig the pre- 
mium, oominisnans. cods, fees and othff charges. (Snee coounis- 
skna and other charges way vary widdy among futures oommiasioo 
metchsnts and among introdudng brakeis, option cuitomers may find 
it advisable to consult more than ooe firm when opening an optian 
aoeounL): 

Ov) A dea cri p ti on of ail oods in addition to the purchase price which 
tatty be incuned if the commodity option is exerdsed, induding (be 
amouia of eamnuBkns (whether termed sales oommisnoos or oth- 
erwise). dotage. inteiesL. and all similar fees and charges which may 
be i n c ur red; 

(v) An cxpbuiation and undentanding (tf the optian margining sysrem; 

A dear explanation and understanding of any clauses in the option 
oontnci and of any items induded in the optkn eentmet exptidtJy 
or by reference which might affect the customer^ oUigations under 


the oocitract. This would iodude airy policy of the futures commis- 
non merchsia or the introducing broker or rule of the exchange co 
which the option it traded that might affect the customer's ability to 
fulfill the optian contract or to offset the option poaUioo in s dosing 
purchase or dosing mlc tranmetion (for exampie, due to unforeseen 
dreunutaooes that require stapensioo or termination cf trading); and 
(vU) If applicable, a deacription of the effect upon the value of (he option 
padtkn that oodd resuh from limit moves in the underlying futures 
contract 

12) TME MECHANICS OP OPTION TRAOTNO. 

Before entering into any exchange-traded option tranaactiaa an individu- 
al should obtain a deseriptkn of how oomraodity options are traded 

Optioa customen should dearly undentand that there is no guarantee 
(hat option podtioQS may be offset by dtber a dosing purchase or dosing 
sale tranaactiaa on an rerhangr In this dmimaUncc, option gmnlora 
could be subject to the full risk of ibd r pcisitioos until the optioa position 
expires, and the purchaser of a profitable optioa ffii^ have to exerdse the 
option to realize a profit 

For an option on a futures oontract, an individual should clearly under- 
stand the relationship betwe en exchange rules govereing option trenaac- 
tions and exchange rulea governing the underlying futures commet For 
cxanqite. an indivkhial dioold uaderdand what actioa if any. the 
will rate* in the option market if trading in the undertying futures market is 
restricted or (he fikures prices have made a *1imit move." 

The individual should uoderataod that (he optioa may not be subject 
to daily price fluctuation limits while the underiyiitg futures may have 
sudi limits, and, as a result, ocrmal pridng rdationships between options 
and the underlying frture may mt etist when the fixure is tradittg at its 
price limit Also, underlying futures potitioas reoulting from exereim of 
optkns iitqr oot be capable of being offset if the underfying future is at 
a price limit 

(4) MARGIN REQUIREMENTS. 

An indiyiduaJ tixwld know and understand whether the option be or tire 
is contemplatiiig trading is subject to a stock-style cr futures-dyle system 
of margiaing. Stock-style marginiiig requires the purchoKr to pay the 
full option premium at the tioM of purchase. The purchaser has no further 
financial oWigatiooi. and the risk cf loss is limited to the purchase price 
and trenaactioo eosis. Putures-style margimiig requires the purchaser to 
pay initial margin only at the time of purchase. The optioo poaition is 
"*■**»< to market, and gains and knaea are collected and paid daily. The 
purehasci^ risk of loss is linuted to the initial option premium and trans- 
action ooris. 

An individual granting options under dtber a stodc-stjde or futures- 
style system of margiaing should understand that he or she may be re- 
quired to pay additional margin in the caae of advene market move- 
ments. 

(B) RROFIT POTENTIAL Of AN OPTION POSITION. 

An optioo customer tixwld carefully calculate the price whidi the un- 
derlying futures contract or underlying physkol conunodity would have 
to reach for the option potition to become profitable. Under a mxk-style 
margintiig syriem, this price would indude the antount by which the ui»- 
deilying futures oontnet or underlying pineal comntodity would have 
to riae above or foil bdow the Alike price to cover the sum of the premi- 
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urn and all oiber ooAs iocurred is entering into and cxcrdiiog or doaiog 
(ctffieuing) the oommodily opckn poatkML Under a future-style margiD- 
yog systein. op6oo podiioos would be matted to maitet. and ^ins and 
louses would be paid and collected daily, and an ofMkn position would 
become profttable once the vartation margin c ollected enoeeded the coat 
of entering (be cootmet poattkm. 

Also, an option customer dmld be aware of the rid^ that the fuuires 
price prevaittiig at the <nKning cf the next tiadtng day may be substantially 
differem from the futures price triucb prevailed when the option was exer- 
daed. Similaily. for optiona on pfayncala that are cash settled, the pfayacali 
price prevailing at the time (be optica is euxdaed differ substantially 
from tbe cadi settlement price that is deter min ed at a imer time. Tbui. if a 
customer does not cover the poaitkn againa tbe poaobility d imdertyiiig 
commodity price cfaaage. tbe realized price t^on optica exercise toMf dif- 
fer aubatantiaily from that wfaicb existed at tbe time d exercise. 

(•} PgtP-Oin’-OP-THl-WOW l Y OPTIONS. 

A pe rson cootemp la dng putebaaing a deep-ota-of-tfae-tDooey option (Uot 
is, an option with a strike price agnificantly rtiowe. in the case of a cdU or 
sgaificaaly bdow. in the cue of a put. tbe current price cf tbe underlying 
futures contract or underlying physical oommodit)^ sbould be aware that 
tbe cbaiKC of suefa an option becoming profitable it ordiaarily remote. 

On tbe other hand, a potential grantor of a de^r-oni-of-ibe-mon^ op- 
tion sbould be aware that such optkms oormally provide onalt premhuns 
while exposiog tbe grantor to all of tbe potcraial looes described in sec- 
tion (!) of this diacloaure statemenL 

^(7) OLOSSARY OF TERMS. 

Q) Coraract mariccl — Aiqr board of trade (rwfaany) located in the 
Unilnd States wfaicb has been dnagnatod by the CominoAy Batves 
Trading Commisnoo to lin a futures oontxact or co mm o di ty option 
for trading. 

fii) Ex c b wi ge-tiade d option; pul option: call optnn— The options discussed 
in this dtsdosure stalemat are liatked to those whidi msy be tmded on 
s ooraract maitet Tbcae option (migect to certiia fur|ak,a^ give an 
option putebaaer (be right to buy in tbe case a can option, or to aeil 
in the case of a put option, a futures contract or the physical commodhy 
underiying tbe m the ****** Orike price prior to tbe 
dace cf the optioD. Each excfaaage-traded option is ifatingBtdied by the 
underiying filures ooraract or underlyii^ pfiysica! c ommo di ty , strike 
price. capiraCkn dale, and wbelber tbe option it a pit or a calL 


fiii) Underlying futues co rai a c t —Tbe futures oontmet which ,111^ be pur- 
chased or sold upon tbe exeiase of so option on a futures coraract 

(iv) Itadeilying physical commodity— The commod ity d a specific grade 
(quali^ and quantity whkh may be purchased or sold upon tbe exer- 
cise cf SB option on a pbyacal commodity. 

(v) Class of options— A put or a call covering the ame underlying futures 
oontiact or uadetlying ptQsica] conunodity. 

(vO Series of options— Option of tbe sune dan having the same strike 
price and e xp i r a ti on dsle. 

(vu) Exerdae price— See strike price. 

(viii) Expirnkn dato— Tbe Ian day when an option may be exercised 
(ix) Premium— The amowa agreed i^cn beeveen the puicfauer and sdler 
for the purchoK or sale of a camimdity optkn. 

(X) Strike price— The price n whicb a person may purdnse or sdl the 
underlying fntiaes coraract or undeilying physical conuxudity ugiaa 
exerdae of a coenmodity optiott This term has the tame meaniag as 
tbe term *dwrdse prke.** 

(xi) Short option p osition— See sale tnmsacticia 

(xip Long option position— See opening purchase transaction. 

Outi) Typa of option traosaction— 

(A) Opening purchase transaction— A tranactian in wtbeb an indivkiual 
purchasrs an option and thereby obtaias a long option poritioa 

(B) Opening sale rraneartim— A tianaacticn in which an infiviihnlpatas an 
option ani thereby obtains a riofi option pontion. 

(C) Clonng purchase tr a nm etien— A tranmetien in riiich an individual 
with a short optian podtkn liqiiidann tbe pontiaa. This is accomplubed 
by a dating pufchase (mnactioo for an option of tbe same series as (he op- 
tiao previously granted Such a transaction m^ be rderred to as on effaet 

(D) doting sale traasaction— A tiaasactiaa in which an individual with 
a long option positiao liquidates the poatticn. This is scoompiished by 
a doaiog sole transaction for an option of tbe ame senes as tbe optica 
previoutiy purchased Such a Innaactioo may be referred 10 at an offset 
transoctioo. 

(xiv) Purchase price- Tbe total actual coti paid or to be paid, directly or 
indirectly, by a p er s on to acquire a cammodity option. This prke iodudes 
■11 commistions and other fees, in addition to tbe option premiurr. 

Otv) Grantor, writer, sdlre— An individua] who sdls an u^tioa ^ jdi a 
person Is said to hove a sbort position. 

(xvi) P ur c haser — An indririduti who buys an optioa Such a person is said 
to hove a long poskkn. 
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Ekctrcoic tradiog and order routing systems differ from tndtiiontl open outcry pit trading and maoun] order routing method s . Transacliatis using 
''i«n ekctrocuc system are subject to the rules and regulatioos of the cschangefs) offering tbe system toifor listing the contract. Before you ertgage in 
traniactiaos using an electronic system, you dwuki carefully review tbe rules and regulations of tbe excbaogeft) offering tbe system andAor listing 
contracts you intend to trade. 


PIFFERENCES AMOI«G ELECTRONIC 
TRAOINO SYSTEMS 

Tradi ng or routing orders through dectronic systems varies widely among 
tbe different eJectranic systems. You ibould consult ifae rules and regula- 
dons cf tbe eicfasnge offering tbe electronic tysmm andAor listing tbe 
cosnract traded or order routed to understand, among other things, in tbe 
case of trading systems, the system’s order matching procedure, opening 
a»l dosing procedures and prices, error trade policies, and tradirtg limi- 
taboos or requireeaeiits; and in the case of all systems, quali&catians for 
access and grounds for tenniration and limitations on the types cf orders 
that may be entered imo tbe system. Each of tbeae matters may pr eienl 
different ride factors with respect to trading on or uang a particular tfys- 
tem. Eacb system may alao present risks ndaled to system a cc e ss , vary- 
ing reqxmse timea. and security. In the case of internec-besed systems, 
there m^ be addrtknal types of risks related to system access, varying 
r es po ns e times and security, as wdl as risks related to service providers 
aod tbe receipt and mor u toring of dectronic tnatl. 

mSKS ASSOCIATED Wmi SYSTEM FAILURE 

Trading through an dectronic trading or order routing system exposes 
you to risks associated with system or corapooe m failure. In tbe event of 
system or component &iluiv. it is possible that, for a certain time period, 
you maiy not be able to emer new orders, execute existing orders, or mod- 
ify or caned orden that were prevkaiily emered. System or compooent 
failure m^ also resoh in loss of orders or Oder priority. 


SIMULTANEOUS OPEN OUTCRY PIT 
AND ELECTRONIC THADINQ 

Some contracts offered on an eketronk trading system may be traded 
dectronically and through open outcry during the same trading bours. 
You should review the rules and regulattans cf tbe exchange effering tbe 
system aitdfor listing the contract to determine bow orders that do not 
designate a particular p r o ce ss will be executed. 

UMrrATKM OF LIAMUTY 

Exchanges offering an dectromc trading or order roming system and/or 
listing the eootnet may have adopted rules to limit their liability, tbe li- 
ability of PCMs, and software and coaununicstton system vendors and 
the at damages yon txmy collect for system faihae and ddqra. 

These limitations cf liability provunns vary among the exchanges. You 
should oonsuh tbe rules aod regulations of tbe rdevam exdnnge<s) in 
order to understaxMi these liability limitations. 


*Eacb exchange’s relevant rules are available upon requetf from the in- 
dustry professtonal with whom you have aa account Soixw exchange’s 
rdevaol rules also are available on tbe exchange’s internet home page. 







Cdiy tnden'^ Ckc « 














132 


t for »oouiH» Fmuroo Cotit r oof 


2.4. HOW SECUfUTY FUTUIIES DIFFER FROM THE 
UNDERLYING SECURITY 

of oomiooa stock re pr esen t ■ freebonet oiroenhip iolcicst in the 
issuer of thsl scenrHy. Ownership of securities confers wious rifhu 
thtt are not pr esen t with poaiiioos to security futures cootrocts. For ex- 
un{Ae, persons owning n share of contmon stock may be eesitied to vote 
in mailcrs’afrcctiog corporate governance. They also may be entitled to 
receive dividends and corpanie disdoeure, such as annual sod quarterly 
reports. 

The purchaser of a secnriiy futures ccotiact. by contrast, has only a 
contract for future delivery <f the undertying security. The purchaser of 
the security funnes ooainct is not entitJed to exenase any voting rights 
over the underlying security and is not entitled to any divideods that 
may be paid by the issuer. Moreover, the purchaser of a security futures 
conixact does not receive the corporaie disdoaures tlut are received by 
diareholders of the underlying security, ahhougfa such corporate <Bsdo- 
luies must be iwtde publidy available throng the SEC*s EDGAR $y%' 
lem. which can be a ccesse d at www.secgov. You should review such 
disdoeures before eoteriag imo s seeiarity fmures conincL See Sectioa 
9 for further dtscutsiao of the impact of c orpor a te events on a security 
futures contracL 

All security futures contracts are marked-to-market at least daily, 
usually after the dose of tisdiag. as d escri bed in Section 3 of this docu- 
meoL At that time, the account of eadi buyer and sdter is credited with 
the amount of any gain, or debited by the amonnr of any loss, on the 
security futures contract, based on the contract price cslaMitfaed at (be 
end of the dqr for aeukreent purposes (the "daily settlemecl prio^). By 
contrast, the purchaser or adler of the underlying tiutrumenl does not 
Jreve the profit and loss from his or her investment credHed or debited 
lanil the positiaB in thit instnuneol is dosed oix. 

Nreunlly, as with any financial product, the value ef the security fu- 
tures eontnet and at the underlying security may fluctuate. However, 
owning the underlying security does not require an investor to settle his 
or her profits and kNses daily. By contrast, as a result of the mait-to-mar- 
ket requiremenu dtscussed abewe. a person who is long a security futures 
cooinct often will be required to d^o eh additioiial funds into his or her 
account as the price of the security futures contract decreases. Similajly. 
a person who is short a security futures contract often will be required to 
dqnsit addhioaBl funds imo his or bar acc o u n t as (he price of the aecuriCy 
futures contract i uuwai c s . 

Another nguficani diffenoce is that security futures contnets expire 
on a ipedfic date. Unlike an owner of the underlying eeoirity. a person 
cannot bold a long position in a security futures oontiact for an extruded 
period eftime in the hope that the price will go ap. IT you do not liquidate 
your seewity futures contract, you will be required to settle the oonuset 
vdwn it expires, eitber tbroi^ physical ddivery or cash senlecncot. For 
cash-settled eoatracts in particular, upon cxpirabao. an individual will f» 
longer have an economic iotcrest in the securities uodedying the security 
fmurcs contrset. 

2.E. COMPARISON TO OPTIONS 

Although security futures cont ra cts dmre some characteristics wkb op- 
tions on securities (options contiscts), these products are also difTereat in 
\ number of ways. Bdow are some of the important distinctians between 
equity options ooniracu and security futures eoatracts. 


If you purchase an options contract, you have the ri^n. ba not the 
oUigaiioo. to buy or sell a security prior to the expiration date. Ifyousdl 
an optMOi contract, you lave the obli^tioa to buy or sdl a security prior 
to the expiration date. By contrast, if you have a podtion in a security 
futures contract (eitber long or Aort). you hsve both the right and the 
obiigatkn to buy or sdl a security at a futttre dale. The only way (bat 
you can avoid the obiigstion incurred by the security futures contract is 
to liquidate the poadon with an dfoetting comracL 

A person purchasing an opitoos contract runs the risk of loeiog the 
purchase price (premium) for (he optka coniracL Because H b a wast- 
ing asMt. the pmdascr an options oomract who neitlwr Uquidates the 
opbons contract in the secondary market nor exadsei it at or prior to 
expiratioo rrtll aecessaiilyloae his or her entire investment in the opbons 
contract However, a purchaser of an optjons contract cannot loae more 
than ttw amount cf the premium. Convendy. (he adler of an options 
contract receives the premium and assumes the risk that be « die will be 
required to buy or adl (be underiying security on or prior to the expire- 
doe date, in whkfa event his or her losaes may exceed the amount of the 
premium received. Akbou^ the adler of an opdotks contract is required 
to deposit margio to reflect the risk of its obligodoo, be or she may lose 
many dmes his or her initial margio depodt 

By contrast, the purchaser and sdicr of a security futures con tra ct 
each emer imo an agreement to buy or sdl a ^lecific quantity of shares 
in the tnidcriying security. Based iqion the mcvonenl in prices of the 
underlying security, a person who bolds a poddoo in a aecuiity futures 
«^f| yjq or mirial margin In 

this reflect, the benefits of a security futures contract are dmilar to the 
benefits cf purdmsiag an opdon, vriule the ridts cf entering into a aecu- 
rity futures co mra ct are dmilar to the risks of sdling an optica 



mar^ obligdxn. At lead once each d^^. recurity fimires oantracts are 
maitod-to-market and the increase or decrease ID the value of the contract is 
credited or debited to the buyer and the sdkr. As a result, ai^ person who 
has an open poddon in a security ftSures oonttBcl may be called iqron to meet 
ad di tion al margin requiiemcnts or may reodve a credit available funk. 

Example 

Asnme that Cu sto m e rs A and B each aobc^aie an increase in the 
market price of XYZ stock, which is cwicMly $50 a diare. Customer A 
purchasesanXYZSOcdl (covering lOOdnresof XYZatapremiumGfSS 
perrinre). The option premium is $500 ($S per shore X 100 dnm). Cus- 
tomer B purchases an XYZ security futures oontiact (owering 100 shares 
cfXYZX The total value cf dm contract is $5000 ($50 share value X 100 
dmics). The requi re d margio is $1<KI0 (cm' 20% of the contract value). 


Price of XYZ at 
Expiradoo 

Customer A 
Piofit/Loss 

CustomerB 

Prefit/Loss 

$65 

$1000 

$1500 

$60 

$500 

$1000 

$55 

$0 

$500 

$50 

-$500 

$0 

$45 

-$500 

-$500 

$40 

-$500 

•$1000 

$35 

$500 

-$1500 
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lesst once cscb dqr, dearing dseaber brokerage fimu bboi ddier pKjf 
to. or receive fram, the deariag organiziliaa the difTereoce between the 
turreoi price aad the trade price earlier in the dqr. or for a podtioo ear 
ried over from the previow day. the differeacc b ct w eeu the curreoi price 
and the previous day's aetdemeot price; Wbethn a deariag orgamzatkn 
effects actttemcat c< gains and losses oo a daily basis or bkwc frequently 
will depend on the c oo v e o ti ons of the deariag organizadoo and 
oooditicas. Because the deariag or^nizatkn assianes the legal and fi- 
nancial obligatiaos for each security fiaures contract, you should expect H 
to ensure that pqnDeots are aiade proaaptly to protect its odi^tiQiB. 

Gaios and leases ia security fotutes coiajscts are also refiected in 
each customer's accouet on M lead a daily bans. Each d^'s gains and 
losses are determined based oo a daily seuleoieni price disseminaled by 
the regulated exchange trading the aecuri^ futures contnet or its dear- 
ing organriatioiL If the daily senkmcra price of a seeurity 

futures contract rises, the buyer has a pin and the idler a kas. If the 
daily settlement price dedines, the bnycr has a loas and the adler a gain. 
This process is kaowB as "martaag-to-marke^ or daily settleoeat Asa 
result, indtvidua] customers normally win be called oo to seOle daily. 

The one-day gain or loss on a security fmuies eoimact is detennined 
fay calculating the difference between the cuneol day's scOkoreat price 
and the previous day's settkmeni price. 

For example, assume a security futures ooncract is purchased at a 
price of $120i If the daily scttleitrcm price is dther $125 (higheri or $1 17 
(kweri. the effects would be as fallows 
(I contract rcpieseBting 100 shares) 


1 Daily ScUleictent Vdue 

Buyer's Aoeouik 

Seller's Account 

} $123 

$300 pin (credit) 

$500 kas (debit) 

1 $117 

$300 kss (debit) 

$300 gain (credit) 


The cumulative pin or kas on a customer's open security futures posi- 
tkos is generally referred to as ‘'open trade equror" and is lined as a sepa- 
rate oomponent of account eqni^ <m your ciolomer acconni statemetx. 

A discussion of the role of the clearing orpnizatioa in effecting ddtvery 
is discussed in Seetkn S. 

SeCnON 4 - IHAROIN AND LEVERAQE 

When a brokw-dealer lends s cuncnier part d the funds Deeded to purchase 
a security such as c omnxMi slock, the term "inaigio'* lefere to the amounl 
ofcash.ardownpiynMnt.ihecuslamerisrequiiedtodepaait BycarXnsl. 
a security fiaures coocract is an obtigttioa and not an asset A sectsiiy 
futures ooBtiact has no value as ooUateral for a kaa Becauaetf the poten- 
tial farakssasareaulicf theduly marfced-to-maifcet pioceas.bowevcr.a 
margin deposit is required of cadi party to a secari^fhlms contract This 
required margio deposit also is r e fe rred to as a "performance ban±" 

In the fiist instaikce, margin requirements far security futures eon- 
tracts are set by the exchanp oo srhich the contract te traded, siAyect to 
certain miniouims set by law. The banc margio lequrement is 20% of 
the current value of the security futures oont r act. dtbou^ soitK atirUe- 
gies may have lower margio requiiemads. Requests for additiooal mar- 
gin are known as "margitt calls." Both buyer and selkr most iocividiBlly 
deposit the required margio to their le^ective accounts 
^ b is important to undentarxi that indvidual brokerap fimu cair. and 
la many ases do. require margin that is higher than the exchan g e lequtre- 
ments. Additionally, margin lequremoXs may vary from bro fc erap firm 


to brokerap firm. Purthenmre, a brokerep firm can increase its "bouse" 
nmrgio requiremcets m aiqr time without providing advance notice, and 
such increases could result in a margin call. 

Forexainplc.somefinnsfflByreqiiiremargiotobedepositedtbebusi- 
oeas day foUowing the day of a defideiKy, or some firms m^ even requi re 
depootootbesaiiwd^. Some firms may require margin to be on deposit 
in the account before they will accept an order for a security f mures con- 
tram. Addiliaoally. brokerap firms taacf have qrecUl requiretnenls as to 
bow margin calls are to be met, nch as requirtitg a wire transfer from a 
bank, or depomicf a certified or cashier’s Aeck. You riiauld Iborou^ily 
read and undermaad the cuMomcr a greemen t with your brokerap firm 
before catering imp any tramarfiotts in aecufity futures contracts. 

If thrau^ the daily cash settkmeal pRxeas. leases in the account of a 
security fmuRs comract partidpant reduce the funds on depokt (or equity) 
below the maiiaeaance margin level (or the firm's hi^Mr Irousc" require- 
menO. the Uukc/^ firm will require that additkea! funds be depomted. 

If aAtitWiai margin is not dep o n te d in accorduice with the firm’s 
policies, the firm can liquidale your poailioo in security fuluiea coatnets 
or aril assets in any of yovaccounu at the firm to cewer the margin defi- 
ckocy. You remain respoosifale for any shortfall in the account after such 
Irqiiidsrioosorsalca. Unkas provided otherwise in your customer agree- 
meot or by applicable taw. you are not entitled to cbooae which fmuies 
cooiracts, other securitMa or other assets are liquidaled or sold to meet a 
marpn call or to obtain an extenuoo of time to meet a margin call 

ftf nin-Mp firms geaenlly reserve the ri^ to liquidate a cuatomer's 
security fmurea contract poertioas or adl customer assets to UMCt a mar- 
gio call at any time without contacting the customer. Brokerap firms 
may also erker into eqiavaknl but opposite positioos far your acenrmt 
to order to numap the riak created by a margin call. Some customers 
loittakenly believe that a firm is required to ocntact them for a margio 
call to be valid, and that the firm is not allowed to liquidate securities or 
other asMts in ifaair to meet a maigiD call unless the firm has 

contacted them first. This is not the case. While most firms notify their 
cuUomer s of margin calls and allow aome fime fer deposit cf additkeal 
margin, they are rut required to do so. Even if a firm has notified a cus- 
tomer of a margin call and set a specific due date far a margio depostl. 
the firm can still tike action as neceiary to protect its fioandal interests, 
indnding the immediate liquictatiaa of positioos without advance nctifi- 
eatkn to the customer. 

Here is an exanqilc of the margia reqaireoaeots for a loog security 
ftkures positiaiL 

A cia tom e r buys 3 My EJG security futures at 71.50. Assuming 
each cootiact re pr es erks 100 shares, the naminal value of the pockioci is 
$21<4S0(71J0x3caatractox lOOstaaresX If the inbial margin me is 
20% of the iwmhial value, then the cnatoocr's initial margin requiremeni 
would be $4.2901 The c u stomer deposhs the initial margia. bringing the 
eqdty in the account to $4.29(X 

Hrit, that the next d^ the se ttkme s k price of ElO security fu- 

tures falls to 49125. The mBilred-tt>-catfket kss in the cuMomer's equity 
isS475(7].50>69L25x3oootactix lOOAares). The cuAanacr’s equity 
decreases to $3j615 <$4,290 >$475). The new mminal value of the con- 
tract is $20,775 (69.25 x 3 corknets x 100 diaiea). If the maintenance 
marpn rme is 20% of the oomioal value, ibeo the customer's maintenance 
margin requtiemeik would be $4,155. Because the customer's equity bad 
d eenias e d to $3,615 (see above), the customer would be required to have 
an ad dit i o oa l $540 in margio ($4i,155 -$3.^5). 
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Allernitively. umme that the next day the scttieoetu price of 
EJG aecurity futures rises to 75.00. The marfc-to-marfcet gain in the 
\i8toa>ef*i e<|uity is $1,030 (75.00 • 71.50 x 3 contacts x 100 shares). 
The ctislomer’s equity increases to SS340 ($4,290 * $1,050). The 
new nominal value of the cootiaiet is $22,500 (73.00 x 3 contracts x 
100 sham). If the maintenance margin rate is 20% of the nominal 
value, then the eostomer's maintenance margin requirement would be 
$4,500. Because the customer's eqtiity had increased to $5340 (see 
above), the customer's excess equity would be $040. 

The process is exactly the same for a dmrt positioc. except that 
margin calls are generated as the settlement price rises rather than as 
it failt. This is because the customer's equity decreases as the settle* 
menl price rises and increases as the settlement price falls. 

Because the margin depoaii required to open a security futures 
position is a fraction of the nominal value of the eoecnets being pur- 
chased or sold, security futures contracts are said to be highly lever- 
aged. The smaller the margin requirement in relatioe to the nnderiy- 
ing value of the security futtuta contract, the greater the leverage. 
Leverage allows exposure to a given quantity of an underlying asset 
for a fraction of the investment iteeded to purchase that quantity out- 
right. In sum, buying (or sdling) a aecurity futurea contract providet 
the same ddlar and cents profit and loss outcomes as owaing (or 
shorting) the underlying security. However, as a percentage of the 
margin deposit, the potential immediate exposure to proTit or loss is 
much higher with a security futures contract than with the underlying 
security. 

For example, if a aecurity futures contr act is estabiisbed at a price 
^ $50, the contract has a tkominal value of $5,000 (aasuming the con- 
tact is for 100 shares of stock). The margiD reqniremeai may be as 
low as 20%. In the example juat used, assume the contract price rises 
from $50 to $52 (a $200 increase in the nominal value). This repre* 
senu a $200 proTit to the buyer of the security futures contract, and a 
20% return on the $1 .000 deposited as ourpn. The reverse would be 
true if the contract price decreased from $50 to $4& This represents 
a $200 loss to the buyer, or 20% of the $1,000 d^wsited as margia. 
Thus, leverage can either benefit or barm an investor. 

Note that a 4% decrease in the value of the contract resulted in a 
loss of 20% of the margin deposited. A 20% decrease would wipe out 
100% of the msrgin deposited on the aecurity futures contract. 

SECTION S - SETTLEMENT 

If you do not liqmdate yonr positioo prior to the cod of trading on the 
last day before the expi ration of the security futures contract, you are 
obligated to either 1) make or accept a cash paymem (~cash settle* 
meat**) or 2) ddiver or accept delivery of the underlying securities in 
exchange for ftoal payment of the fuml settlement price ("plvsical 
delivery"). The terms of the cootiact dictate whether it is settled 
through cash settlement or by |4iysical dritvery. 

The expiration of a aecurity futures contract is estabiisbed by the 
exchange on which the contract is listed. On the expiration day, se- 
curity futures contracts cease to exisL typically, the last trading day 
of a security futures contract will be the third Friday of the expiring 
contract month, and the expirmion day will be the foUowtag Satur- 
^y. This follows the expiratioa conventions for stock options and 
broad-baaed stock indexes, ncasc keep to mind that the expiration 
day is set by the listing exchange and may deviate from these oonns. 


8.1. CASH SETTLEMENT 

In the case of cash settlemeix, no actual securities are ddivered at the 
expiratioo of the security futures contracL Inflead. yon must settle si^ 
open poatioas in security futures by making or recctviiig a cash p^- 
ment based on the difference betw ee n the final settlement price and the 
previous day’s settkment price. Under normal drcmnstancea. the final 
scttkmeai price for a cash-settled contract will reflect the opening price 
for the imdetlying security. Once this p^meot is made, neilher the buyer 
ocr the seller of the security futures cosXnct has any further obUgatiou 
on the oontracL 

8.2. SETTLEMENT BY PHYSICAL DELIVEHY 

Seulement by pfayncal delivery is carried out by dcaring brotes or their 
agems whh Nabonal Sec ur ities Clearing Corporation ("NSOCO. an 
SEC-iegulated securities clearing agency. Such settlements arc made in 
much the same way as they are for purchases and sales of the underlying 
security. Promptly after the last day cf trading, the regulated etefaange's 
dcaring orgamzalton will report a purchaae aird sale of the underlying 
slock at the previous di^’s settkment price (dso referred to as the "in- 
voice price") to NSCC If NSCC does not reject the transactiao by a lime 
spcidfied in its rules, settlement is effected pursuant to the rules of NSCC 
within the normal dea r a n c e and settlemeni cyde for securities transac- 
tiana, which currently U three bodoees days. 

If yoD bold a short podtioo n a pfayrically settled security futures 
contract to expiration, you will be required to make delivery of the un- 
derlying securiiica. If you already own the securities, you may tender 
them to your bro ker age firm. If you do not own the securitici. you will 
be obligated to purchase them. Some brokerage firms may not be able to 
purchase the securities for you. If your brekerage firm cannot purchase 
the underlying securities on ^Mir behalf in fidfiU a settlemeiX oUigation. 
you will have to purcfaaae the securities through a different firm. 

SECTION 8 - CUSTOMER ACCOUNT PROTECTIONS 

Ra tt ioo s in security futuies ce axi a ds may be held ddier in a aecurities ac- 
count or in a futures account, Your hrokenge firm may or may not permit 
you to shooae the types of acooueS in uhkh your podtiont in security fu- 
tures oonbacts wQ] be beU. The protections for fttods deposited or earned 
by cudooen in oonnectian with tiadiag in aecurity ftauraa oootracts differ 
dependin g on whether the podtions are carried in a securities account or a 
fudBes account. If your poaitkns are carried in a aecurities a ccount , you 
win not lecdvc the protectkms available for fotinta ■oooums. Smilarly. 
if your podtioot aie carried in a finms acoouni. you will not reedve the 
prctectioas available for aecuritiea acenunti You should ask your broker 
whkfa of these proceetkm will apply to yoiff funds. 

You dwuld be aware that the legulaiofy protections appIk^Xe to your 
account are not intended to insure you agsinst fosses you may incur as a 
residt of a dedine or increase in the price cf a security futures contract 
As with all finanrial prodncls. you are soMy respoodble for any market 
fosses in your account 

Your brokerage firm must tdl you whether your aecurity ftf urea po- 
dtioos mil be held in a aecnritiea account or a funires account If yonr 
brokerage firm gives you a choke, it mast tell you wfast yon have to do 
to make the choice and whidi type of account srill be used if you fail 
to do aa You shoidd ooderitaod that certain regulatory protectioas 
for your account will depend on whether it is a securities aecount or a 
futuies 
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6.1. PROTECTIONS FOR SECURITIES ACCOUNTS 

If your poaitkm in •ecority futures contrects tre carried ia a securities 
Vooual. they are co v er e d fay SBC rules goveminf tbe safeguanliog of 
cuauner funds and securities. Tbeae rules prohifait a faroker/dealer from 
using customer funds and securities to finance its bust ness, As a result, 
the brokerAkaJer is required to set aade funds equal to the net of all its 
occcssp^ohtes to custoeaers over receivables from customers. Therules 
also require a broker/dealer to segregate all customer fully paid and ex- 
cess margin securities carried fay tbe broker/dealer for custnrwrs. 

Tbe Securities Investor Protection Corporatioo (SIPC) also cover s 
posilioas held in securities accounts. SIPC was created in 1970 as a 
non-pratk. nan-governmem. inembcnhip oorporaiian. funded by mem- 
ber broker/dealers. Us primary role is to return funds and securities to 
customers if the broken*deakr bakbog (beae assets becomes insolveot. 

SIPC coverage applies to custocners of curreot (and in some cases fonneri 

SIPC meodxrs. Most broker/dealers registered witii tbe SBC are SIPC 
members; those few that are not must diadoae this fact to their cusomers. 
SIPC members must disfiMy an cfficial ugn showing tbdr roember sh ipL 
To check whether a firm is a SIPC member, go to www.sipc4]rg, call the 
SIPC Membership Department at (202) 371*8300. or write to SIPC Mem- 
betship Department. Securities Investor Protecticn Corpontioo, 805 Hf- 
teenth Street, NW. Suiic 80a Washington. DC 20005-2215. 

SIPC coverage is limited to $500,000 per customer, ioduefing vp to 
$100,000 far cash. For example, if a cumomer has 1.000 ilsiretcfXYZ 
stock valued at $200,000 and $10,000 cash in tbe account, both tbe secu- 
rity and the ash balance would be protected. However, if tbe customer 
bas shares of slock valued at $500,000 and $100,000 in cash, only a local 

$S00XX10 of those assets will be protected 

For purpoecs of SIPC ceweeage. customers are persons who have se* 
curitiei or odi on depoaii with a SIPC member far tbe purpose cf, or as 
a result of. aeeurities transactions. SIPC does not protect customer funds 
placed with a broker/dealer just to earn itUeresL Intiders of the broker/ 
dealer, such as its owners, officers, and paitnera, are not customers for 
purposes of SIPC coverage. 

6.2. P R OTE C TIONS FOR FUTURES ACCOUNTS 

If your security futures poaitioot are carried in a futures account, they 
must be segregated from tbe brokemge firm's own funds and be 

borrowed or otherwise used for tbe firm’s own purposes. If the funds 
arc deposited with another entity (e.g.. a bank, clearing broker, or dear- 
ing organization), that entity must ackiwvricdge tlat tbe funds belong to 
customers and cannot be used to satisfy the firm’s debts. Moreover , al- 
tbou^ a brokerage firm may carry funda bdooging to different custom- 
ers in tbe same bank or clearing account, b may not use tbe funds of one 
customer to margia or guamniee the transactions of another customer. 
At a result, the brokerage firm must add its osm funds to its customers' 
segregated funds to cover customer debits and deficits. Brokerage finns 
must calculate tbeir segregation requirements daily. 

You may not be able to reeover tbe full amount of any fundi in 
your account if the brakeiage firm becomes insolvent and has inauf* 
fidem funds to cover its obtigsiions lo all of its customers. However, 
customers with funds in segregation receive priority in bankruplcy 
p t oemd i n g s Fujtbennorc. all customers whose funds are required 
o be wgregaled have tbe same priority in bankruplcy, and there is no 
ceiling on the amount of funds that must be segr^ated for or can be 
recovered by a particular customer. 


Your brokerage firm is also required to separately maintain funds in- 
vested in aecurity futures conuacts traded on a foreign exchange. How- 
ever. these funds may not receive tbe same protections once they are 
tranrfe r red lo a forcigD entity (e.f., a fareifn broker, exchange or dear- 
tng organization) to satisfy margiorequireffleati for those products. You 
tfaooJd sak your bninr about tbe baokrt^itcy protectioru availaUe in the 
country where the foreign exchange (or other entity boldiag tbe funds) is 
located, 

SECTION 7 - SPECIAL RISKS FOR DAY TRADERS 

rertaiw traders who pureuc a day Irediag slial^y may seek lo uae secu- 
rity futures ooutiacu as part of tbeir iraibng activity. Whether day trad- 
ing in security futures contracts or other iccuritics. investon enpiging in 
a day tradi Bg ttraiegy face a number of risks. 

• Day tnubig hi secarhy fiaares oomracti reqww bic*»(adge of 

shr secaiririei md ftOam imBdeli and aftroding $echtiipies and strategies. 
In aOempting lo praA thnwgb day tiadiiif, you wttl comp ete with prdca- 
aonal tndere who are knovriedgoshle and sophisbcsied in these maikels. 
You dtouldbsve appropriate experience before en^iging in dsy trading. 

•Day trading fa srcairiry yhams oowractr enn resub hi jathfauRrla/oimi- 
mission charges, even if dte per trade cost is low. Tbe m ore trades you 
malm, the higher yow inlal canuninotu will be. Tbe total oommistions 
you pay will add to your lasses and leAice your ptrAi. For imtanoe, as- 
suming that a iDimd-luni trade costs $16 and you eatecuie an average <d 29 
round-oim transsetions per day each trading day. you would need lo gener 
ace an annual proft of $1 1 1 J60 just to oener your oonunissioa expensea. 

• Z>dy iradfag COR be cezrenejy risky. Day trading generally is not appro- 
priate far soroeone of limited resources and limited investment or trading 
experience and low risk Idcraoce. You should be prepared to lose all of 
the funds that you use for day trading. In particulsi, you should not fund 
day iradiDg activities with funds ibu you cannot afford lo lose. 

SECTION S > OTMER 

S.1. CORPORATE EVENTS 

As rwted i n Section Z4. an equity security ttprcjcnt a a fractional owih 
enfaip interest in the issuer cf that security. By ooutraau the purchaser of 
a security futures oootiact bas only a contract for future delivery of the 
underlying security. Treatment of dividends and other oorpovite events 
affecting tbe undertying security may be reflected in the security futures 
contract depeodiog on the applicable desring or^nization rules. Coo- 
sequeotiy. individuals abould consider bow dividends and other devdop- 
nreots affectiog recurity futurea in which they transact will be bandied 
by the relevant and clearing organizatioa The specific a^uut* 

meats to (be terms of a security ffaures contract are governed by tbe rules 
cf the applicable dearing organization. Bdow is a discusnon of some of 
the more commoo types of at^ustments that you may need to consider. 

CorpQtate issuers oecaaiooally announce stock spl its. As a result of 
these spliu. mvnen of the issuer’s common stock may own more drares 
of (be stock, or fewer shares in the case of a reverse stock spiiL Tbetieat- 
ment of stock apliti far persons owning a security futurea contiact mqr 
vary according to the terms of tbe security futures contract and tbe rules 
of the dearing or^aization. For example, the tenxu of the contract may 
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provide for «n MfuMnKM in the number of cottncts bdd by eacb pmy with 
■ tong or ifaort poiitkn in • security future, or for an arfistment in the mim- 

of ahues or units cf the tnRnimenl underiying each oonOaet, or both. 

Corporale iasuen also occaiaonally issue Riedal dividenk. A qiecial 
dividend is an caA (fividend paymctt outride the nonnal and 

custonsiy practice cf a corporaikn. The terms of a security futures coo- 
tract may be agitated for special dividends. Tbeac|iusunetts.iratiy,wiUbe 
baaed Rjon the rules of the exchange and deariogorganizatkn. Infeoeral, 
there will be no a^fuscmcnts far ordinary dividends as they are recognixed 
as a normal and cnstocDafy practice of an issuer and are already acco uKe d 
for in the priciog of security futures. 

Corporale issuers occ ari o nal ly may be invcived in m crg e i s and aequiri* 
ikns. Sudi events may cauae the uoderlyirtg security of a security futures 
contact to change over the contract duratioc. The terms of security futures 
oentracts nmy also be adjusted to reflect other oorpotalc events affecting 
the undertying aecuricy. 

posmoN UMrrs and laaoe thader 
REPORTINO 

AU seconty futures oontiicts tradinf on r^uiated exchuges in the (Jailed 
States are sutject to poritioo limits or positioDarcoiMiahiUty limits, ftiri* 
tioci limits restrict the number cf security futures contracts that any one 
penon or giQUp cf rdsicd penons may bold or oaetrel in a partkutar secu- 
rity fidures oontnet In coMnst. poaitioD accountability limtis permit the 
accumulation of porilioos in excess of the limit without a prior 
In general, porilian limits and poailion acoountahility limits are beynid the 
thresholds of mou retail invoricra. ttlicdier a security fiaurcs oonlnct is 
subfect to poriticn limte, and the tevd for such limits, depends upon the 
iading activity and iqajtet ripitiji ration of the undertying security of the 
security fiauTBs oontnex. 

fruition linuts apply are reqmred far security futures oocSiacts thsi 
owolie a security diat has an avenge daily trading volume of 20 minion 
riiatcs or fewer, tn the case of a security fiaures consnet overlying a se- 
curity index, poritko limits are required if any one of die securities in the 
index has an average chily trading volume of 20 nnllkn shares or fower. 
Raitiaa linuts also apply only 10 an ecpiring Kcnrity fiaures ooMract dur- 
ing its last five trading days. A regulated exchaage must eataUisb pori- 
bon limits on security futures that are no greater than 13,300 (100 share) 
ooncracts. unless the underlying security meeu oertain volume and shares 
otfstanding thresholds, in which case the limil may be inrrrascd to 22,300 
(100 share) contracts. 


For security futures contracts overtying a security or securities with 
an average trading volume of more than 20 million riiares. regidated ex- 
changa may adopt poriiionaccouniability rules. Under poartioa account- 
ability rides, a trader boMing a poaitioa in a security futures oonlncl that 
exceeds 22,300 contracts (or such lower limit established by an crcchange) 
must agree to provide information repuding the poribon and consent to 
halt increasing that poribon if requested by the exchange. 

Brokerage firms must also rqnrt large open poribons bdd by oik 
person (or several persons aebag to get h e r) to the CFTC as weH as 
10 the exrhangr on srtiich the poribons are held. The CFTCa reponiug 
leqidranesaa are IjOOO eontracu for security ftaurcs posibcaK on indi- 
vidual equity securibes and 200 coiarects for poartkis on a ninow-baaed 
index. However, individunl exetaanges miqr require the reporting of large 
open poaUioos at levds leas than the levels required by the CPTC In 
sddibon. brokerage firms must submit idenbfying information on the ac* 
count balding the reportahle posUian (on a form ref erred to as ciiber an 
“Ideobficationof Special Accounts Form" or I “Form 102”) to the CFTC 
and to the oo which the reportable poriboo exists within three 

buriness d^ of when a rqiorttUe positioo b ftm estahlisbed. 

8.3. TRANSACTIONS ON FOREION EXCHANGES 

U.S. cttstomers may not trade security futures oo foresgn exchanges un- 
bl authorized by U,S. regulatory auUwribea. U.S. regulatory aaRbori- 
bes do not regulate the acbvibes cf foreign exchanges and may not. oo 
their own. compel enforcemeal of the rules of a foreign exchange or 
the laws of a foreign country. While U.S. law governs transacbons in 
security futures cocitnets that are Reeled in the U.S., regartOess of the 
exchange on which the contracts are listed, the Laws and rules govern- 
ing tnnsacboiu on foreign exchanges vary depending on the country 
in which the exchange is located. 

5.4. TAX CONSEQUENCES 

For moat taxpayers, security futures contracts are not treated like other 
futures contracts. Instead, the tax ooRsequeitces of a security futures 
transaftioo depend on the status of the taxp^rer and the type of poai- 
bon (e.g., long or short, covered or uncoveredX Because of the impor- 
tanre at tax considerations to tranaactioot in security futures, readers 
should ooQSttli tbdr tax advison as to the tax consequ e oo..^ o( 
tranaactioos. 
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This Cktcssfy is ioieaded lo mbsi cus Mmm io nodefstaadiog special ixed temts used ia the futures and securities iadustries. It is aot iadusive 
aad is act iaieoded to state or suggest the Icgai sigaificaacc or nieaaiag of aay word or term. 


AiMtrege - taUng ea economteslly opposite posWon in e eecuritv fw> 
turee con tr act on another eachsnpe. in an optiOT contract or In dw un- 
dertying securfty. 

hieed hesid eeeurtty Indaa - a eecuritv index thet does not fed «wllMn 
the stetutorv detoWon of a rtanow'bMed aacurity index (aaa Narrow* 
based security index). A future on e broad based eecwlty irtdax is not e 
eecurWy future. TliN riefc d is ei oeure ete tement eppBe e eeiefy to eecurlty 
futures end penerelty does not pertain to futures on ebraed based seew- 
rlty index. Future s on e broed-bwed ee c ur f ty index ere under e xcl u ei ve 
hniedteden of the CFTC 

Cash w ttt e w ien t - e method of eetiana eettein futures c oo ti acts by hew- 
ing the buyer lor long) pay the eeherior short) d»eaeeh»olue of the cor»- 
treet aocotdlrtg to e procedure set by the e xch ange. 

Ctaaring brebar - e member of me aleertng organastion for the eontrsel 
being Ueded. AH aadee.endthednty prolie or ioeeee bom dioeeoedee. 
must go through e dsering broker. 

Clieriag erganhUew - e reguieied entity that is reeponeiWe far eetlHng 
tredee, collecting loesei and distributing pralka. end hetxMng d eluer 


OeoFeet-Dtheuniioftredfogforepirti cu lsrfotufeecontfe et (e.o..ot>e 
aonirec i may be 100 sheree of the underlying security). 2) the type of 
future being tradad (o.g.. futuraa on ABC stock). 

Cenbeet month - the last month lr> which deHwery is made egelnal the 
futures contract or the contract ieceeh-eectled. Somedmeerefoiiedto 
ee the delivery month. 

Day wedbrg ebeesfy • an oueriB trading sbatagy charac ta rtead by the 
regular trenemieelon by a euetemsr of intra-dey orders to effect both 
purchase stkI eels benaecttone In the seme aeeu^ or eeeurlUae. 

BNUM > the SCCa Eleebonk Date Gathering. Anatyab. erto Rabiawif 
■relBiii malntaini Fiutiurik eoptes ef corporate Mormation iBed writh 
lha egerwy. EDGAR eiAmltoiorM may be socieaid through the SCCs 
webs He. www.iec.oou. 

F wb irae ee n boat -e futures oorwr eci la (Den egteeme nt to pur c hiee or 
eeM a oommodby for dsHvary in the futuro; (2) at a prtoa det e rmtoad at 
Mtietion of the ccn tr ect ; O) thet obiigscae each party to the conbael to 
fuMl k at tha ^MoNled priee: (4) that b uaad to eaeume or aNfi rlslc and 
16) that may ba eadefled by daUvary or offaat 

Madgliig- the pu rc h aae or esia of e aacurity futum to reduce or cflaet the 
rM ef e portion In the urtderfyirto security or group of eeeurltioa (or a 
o loaa aootwmic aquirabnt). 

MfouM marbat ~ a merbst (or eontraet) wHh few buyer* end/or aeka t* . 
Wiqtod martats have Mnla trading aelhrilv and thoaa trades that do oeeur 
may be done at large prtae bwremerMa. 

UqeldetiBn • entering into an offsetting barksaetion. SeiNng a 
contract thet was previously purchased liqwidetae e futures posi- 
tion in exactly the sarrw way that asiMrkg 100 sheree ef a pertieuler 
stock liquidatao an aarilar purchase ef the seme atoek. SlmHarlv, 
e futures eonireet thet wee InWslIy aoM can be liquidated by an 
offsetting purchase. 

UboW mabei • a market (or conbaot) with rxxneroue buyers and aeNer* 
traibng at emsH price i n cr emen ts . 

Lang - 1 ) tha buying side ef an open futures eontact 2} a person who Iws 
bougM futures eotursctt that are MW open. 

btarg bi • the enwunt of money thM muai be deposited by both buyers 
and seflers to ensure perfonnsnee of the perso^ obHgalions under a 
futures cornracL Msr^ on security futures co r tfetls b a parformence 
borkd r a ther then a dorm payment lit the undartytng eeeurtiee. 

blerb to merbet - to debit or credit accounts dsHy to reflect thM dey^ 
proflti arid loesei, 

Weneix bssid ee w eb y tndbi > in genarai. end eubie ct to certain exeiu- 
siona. an index 0Mt has arty orte of the foHowirtg four eheraenrieties: (1) 
H has nine or fewer component aecurltiae,- (21 any one cf He corwponerx 
securftiee c omp r isee more then 30% of its wei g f H l ii g ; (3) the live MgheM 
weighted oompor>eot see u r Hi ee lug e tfi er o o m priee mere then 60% of Hs 
weighting; cr (4) ffie loweM weighted cemponere eecutlllee eomprieing. 


In the eggregsie. 2B% of the index's wei ghtto g have an eggregi te doHsr 
veiue of average daHy trading vokims of laat then $50 mBHon lor in the 
ease of an indM wHh 16 or mote component aeeuritiee. $30 mMion). A 
•ecurity index thet b not narrow-based b a 'broad baaed security in- 
dex.* (See Broad-based aacurity index). 

Nominal value - ihalaoevaluecfthefutureBContractobtsInedbymul- 
dplying toe contract price by the number of shares or unHs per eontracL 
N XYZ aaock IrxIaK fucuraa are tredmg M $60.26 and the contract b for 
KM shares of XY2 steeh. toe rtombtai value of die futures contrsel would 
be $6025.00. 

Oflesnfiig > Hquidstino open pceHiene by eNhar aeWng fungibia eon- 
tracts in die aema co n tr s et month aa an open long position or buying 
fimgHile cuntiecte in the asms con tract month ee an open short posi- 
tion. 

Open ki le iee t • the total number of open tong (or ehort) contracts In a 
pardeulsr cenusei month. 

Op an poeWon- a futures contract poeHtonthM has naithar bean cflaM 
nor cl oaed by oah se t tlemen t or phyeicel deH v e r y. 

Rarla rix e w ee bend - another way to dae cri be margin paymen ts for fu- 
turss conbsets, which ere good faith d e po s Ha to enaura performoncs 
of a pereon'e obMgettone under a futures cont r act rather then down pey- 
mante for the undairlyirtg aeeurliiae. 

Fhyaiael dWIvery - the tender end racaipi of the actual aacurity underly- 
ing dw escurity fixuree c on tr act in exchange for payment of the flnal 
eetdameni price. 

Re MU eii - a peraonb rut long or ehort open conbse te . 

BapidetiJ eHshangs - a regta to rsd nsdonei se eu rHiee exohenga. a ne- 
Honsl aecuritiea seeocietlon regiwered under Section 15A(s} cf the Se- 
curWee E x e h er>ge Ret ef 1534. a de ei gnMed centrect market, a regiMered 
d silve tl voe trsneectfon stoc u tion fadHty. or an ehemstive trsdtog ays- 
tern regbtered as a broker or dealer. 

BeaurHy hMuraa eeet ieat - a legsHy binding egreement between two 
pertfea to purchase or esN in the future a epeeMe quantify of afiarae of B 
eecurtty (auch aa common Mock, an ex ch enge-treded fund, or ADR) or a 
nerrow beeed security index, m a e pedfled price. 

•aniafnam prioe - 1) the daly price diM the desring orpanteMion ueee to 
mark open poaHione to markM for datormMng pr^ and ioaa and mar 
gin csl^ 2) the price M which open cash asMamenc eontrsela are Bsnied 
cn tha leal tred^ day arkdepeo ph ys i c al dedvary contracts are btvoioed 
fordelbrnry. 

•bert-llthe eeWng aide of an open futures c on tract 2i a person who 
has sold futurss oonlrsets Him sr* atW open. 

ib*MdaWxg - buying arkd selling futures contreeta wHh the hope of prof- 
iting from anbdpated price movements. 

Bpresd • 1) hokflng a long poaMon in one fotures contract srtd a short 
poeHton in a re lated futures c o n tie ct or cone act month in order to profit 
from an en t i ci petod change in the price retetio nel Hp between the two. 2) 
the price d fleiei Mj e between two eontrsete or contrset months. 

Step iHklt erdar - an order thM be co me e a limit order when the mericM 
tredee M a ape cH led price. The order can only be flUad M the atop Hmll 
price or betlM. 

•sap leee etder - an order ihM becomee a markM order wften the meritM 
tredee M a spedfiad price. The order wW be Wed M whatever price the 
martMbtrsdbigst Also cdbd a atop order. 

Thh -the a meis M price change a l lowed in a pertic u ieroonir e cL 

Ttsdsr • a profeeaionel apecutMor who tiedea tar hb or her own so- 
COUtlL 

Uedadybig eeeixlly - the ktatrumanl on which tha sacurHy futures eorv- 
traet b baaed. Thb instrument oan be an indfvMuel equity eeourHy (to- 
dudkkg common stock and certain exchange^reded funds arkd Ameriean 
OaposHary RaealpCB) or a narroxr-baaed indaac. 

VbhMM - the numbM ef contrseta bought or acid during a apedftad pe- 
rtodoftime. Thb flgure indudas BquMMirkg iraneaetione. 
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